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LETTER OF TRANSMITTAL 


Wasuinoton, November 22, 1957. 
Hon. Jere Cooper, 


Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 


My Dear Mr. CurarrMan: I am transmitting herewith a revised 
report by an advisory group appointed by the Subcommittee on 
Internal Revenue Taxation to study subchapter J of the Internal 
Revenue Code of 1954, relating to the income of estates and trusts. 
This report contains only the changes which the advisory group 
recommends for consideration at this session of Congress. 

The advisory group was appointed by the subcommittee on Novem- 
ber 28, 1956, to assist the eubboanmitees in its study of subchapter J of 
the 1954 Code. The advisory group consists of the following mem- 
bers: Messrs. Kenneth W. Bergen, Carlysle A. Bethel, George Craven, 
Rupert Gresham, James P. Johnson, Carter T. Louthan, Weston 
Vernon, Laurens Williams, A. James Casner, chairman. 

This report is a revision of the advisory group’s first report dated 
May 8, 1957. The report has not been considered or approved by the 
Subcommittee on Internal Revenue Taxation, or any member thereof. 
The committee has scheduled public hearings commencing January 7, 
1958, and this report is among the subjects to be considered in such 
hearings. 

Respectfully submitted. 

Wi.zsur D. Mitts, 
Chairman, Subcommitiee on Internal Revenue Taration. 
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WasuHinaton, November 12, 1957. 
Hon. Wiisur D. Mutts, 
Chairman, Subcommittee on Internal Revenue Taxation of the 
Committee on Ways and Means, 
House of Representatives, Washington, D. C. 


My Dear Mr. CuarrmMan: We are submitting herewith a revision 
of the report of May 8, 1957, of the advisory group on subchapter J 
of the Internal Revenue Code of 1954. The new material has been 
integrated with the original but the substantive changes have been 
printed in bold face type. 

This revision is designed to accomplish the following things: 

1. Correct clerical errors in the original report; and 

2. Make such changes in the substance of the original report as 
were considered desirable as a result of the continuing research of the 
advisory group. 

There are many other matters in subchapter J (such as the throw- 
back rule and income in respect of a decedent) which the advisory 
group is continuing to study and as to which it may make recom- 
mendations at a later date. Consequently, the statement herein 
that there is “no change” in any section or subsection merely means 
that no change is being recommended in this report. 

Respectfully submitted. 

A. James Casner, Chairman, 
KennetH W. BEercen, 
CarLysLte A. BErueE., 
GEORGE CRAVEN, 
RupERT GRESHAM, 
JAMES P. JOHNSON, 
Carter T. LourHan, 
Weston VERNON, 
LAURENS WILLIAMS, 
Advisory Group. 








REVISED REPORT OF THE ADVISORY GROUP ON 
SUBCHAPTER J* 


PROPOSED AMENDMENTS TO SUBCHAPTER J OF THE 
INTERNAL REVENUE CODE 


Subchapter J—Estates, Trusts, Beneficiaries, and Decedents 
PART I—ESTATES, TRUSTS, AND BENEFICIARIES 


Subpart A—General Rules for Taxation of Estates and Trusts 
SEC. 641. IMPOSITION OF TAX. 


(a) APPLICATION OF Tax.—The taxes imposed by this chapter on individuals 
shall apply to the taxable income of estates or of any kind of property held in 
trust, including— 

(1) income accumulated in trust for the benefit of unborn or unascertained 
persons or persons with contingent interests, and income accumulated or 
held for future distribution under the terms of the will or trust; 

(2) income which is to be distributed currently by the fiduciary to the 
beneficiaries; and ineeme eeleeted by @ ers of @f infant whieh is te 
be todd op distibtted ty the esttet 

(3) income received by estates of Somme persons during the period of 
administration or settlement of the estate; and 

(4) income which, in the discretion of the fiduciary, may be either distrib- 
uted to the beneficiaries or accumulated 

(b) CoMPUTATION AND ParmMEentT.—The taxable income of an estate or trust 
shall be computed in the same manner as in the case of an individual, except as 


otherwise provided in this part. The tax shall be computed on such taxable in- 
come and shall be paid by the fiduciary. 


(c) Muxripte Trousts.— 

(1) InrER vivos rrusts.—If a grantor establishes at any time or times 
separate inter vivos trusts, to the extent that during any year or portion of a year 
the primary beneficiary or beneficiaries of the currently accumulated income or 
taxable income allocated to corpus of the separate trusts are substantially the 
same, the total tax payable for such year or such portion of a year by the separate 
trusts on such income or such taxable income or both as the case may be— 

(A) shall be computed as though the separate trusts were one trust with 
respect to such income or such taxable income or both for such year or such 
portion of the year except— 

(7) when such income or such taxable income or both are less than 
$2,000; or 

(ii) ‘when such computation produces a tax less than the aggregate 
of the separate taxes otherwise payable by the separate trusts with 
respect to the amount so accumulated; or 

(iit) when the separate trusts do not exceed three in number and no 
two of them were created within a period of 60 months; and 

(B) the Secretary or his delegate shall prescribe by regulations the paves 
of computing the total tax payable by the separate trusts and may re 
ihat the income of the separate trusts be computed and reported in accorda: 


with the same method of accounting or on the basis of the same taxable aoe 
or both; and 


wie ms materia) appearing in beldface type reflects the substantive changes made in the report dated 
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(C) the total tax so computed shall be allocated and assessed among the 
several trusts in accordance with regulations prescribed by the Secretary or 
his delegate. 

(2) TesTaMENTARY TRUSTS.—If a testator in his will or wills establishes 
separate testamentary trusts, to the extent that during any year or portion of a 
year the primary beneficiary or beneficiaries of the currently accumulated income 
or taxable income allocated to corpus of the separate trusts are substantially the 
same, the total tax payable for such year or such portion of a year by the separate 
trusts on such income or such taxable income or both as the case may be— 

(A) shall be computed as though the separate trusts were one trust with 
respect to such income or such taxable income or both for such year or such 
portion of the year except— 

(2) when such income or such taxable income or both are less than 
$2,000; or 

(tt) when such computation. produces a taz. less than the aggregate 
of the separate taxes otherwise payable by the separate trusts with 
respect to the amount so accumulated; and 

(B) the Secretary or his delegate shall prescribe by regulations the method 
of computing the total tax payable by the separate trusts and may require 
that the income of the separate trusts be computed and reported in accord- 
ance with the same method of accounting or on the basis of the same taxable 

year, or both; and 

(C) the total tax so computed shall be allocated and assessed among the 

several trusts in accordance with regulations prescribed by the Secretary or 
his delegate. 

(3) Derinir1ions.—For the purposes of subsection (c)— 

(A) the words “inter vivos trusts’, during the lifetime of the grantor, 
mean any trusts established by him, and after the death of the grantor, mean 
any trusts established by the grantor during his lifetime which are not aug- 
mented by the terms of his will; and 

(B) the words ‘‘testamentary trusts’? mean any trusts established by the 
testator’s will (including any augmentation thereof by the testator 
pursuant to the terms of an inter vivos trust or otherwise) and any 
trusts established by the testator during his lifetime which are augmented by 
the terms of his will. 

(4) PERSONAL LIABILITY OF FIDUCIARIES.—A trustee shall not be personally 
liable for taxes assessed under this subsection against a trust of which he is a 
trustee to the extent he did not know such taxes were payable by such trust under 
this subsection. In determining whether a trustee knows that taxes are payable 
under this subsection— 

(A) information received by an officer or employee of a corporate trustee 
in the course of carrying on the corporation’s business other than that of 
administering trusts shall not be attributed to the trustee, and 

(B) except to the extent that a trustee is acting as trustee of two or 
more trusts created by the same grantor under substantially identical instru- 
ments or of two or more trusts established under the will or willis of the same 
tesiator, he shall not be treated as knowing that taxes are payable under this 
subsection until written notice to that effect is received from the Commis- 
stoner. 

(6) Discrosvre or 1nrormarion.—The Secretary or his delegate may require 
the grantor of two or more trusts or his personal representative or the trustee of 
any trust to furnish information as to such trusts, and may require trustees of 
separate trusts to exchange information in regard to the separate trusts, to the 
extent necessary to carry out the purposes of this subsection. 


COMMENT 
Section 641 (a) (2) 

Income collected by a guardian of an infant is not taxable under 
subchapter J. Consequently, the deletion of part of the material of 
section 641 (a) (2) makes no change in the substantive operation 
of the provisions of subchapter J. 


Section 641 (c) 


There has been sporadic concern ever since the hearings on the 
Revenue Act of 1937 about the possibilities of reducing income taxes 
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by creating two or more trusts to accumulate income for the same 
beneficiary when one trust would do as well for other than tax purposes, 
Currently, such multiple trusts achieve the advantage of lower tax 
rates, and also of multiple $2,000 throwback exemptions. Legislation 
directed at the most obvious cases would be easy to draft, but. it 
would be equally easy to avoid. Conversely, simple legislation with 
a broad enough scope to prevent easy avoidance would apply equally 
to numerous innocent situations. 

A grantor may create three trusts on the same date, with similar 
assets and with the same trustee, each to accumulate the income for 
15 years and then to pay it to A or his estate. The tax-avoidance 
purpose of such an arrangement is obvious, and it would be relatively 
easy to require that the several trusts be consolidated for tax purposes 
by lestiintion; and perhaps without it. However, numerous variations, 
which render the result less certain, are possible. Such variations 
include different dates of creation, dissimilar assets, different trustees, 
different dates of distribution, different but overlapping groups of 
beneficiaries, discretionary powers of distribution, powers of appoint- 
ment, and different contingent remaindermen. It would be possible 
to arrange a long series of examples in which it is increasingly difficult 
to say with confidence that several trusts, rather than one, were 
created solely for tax avoidance purposes. At the opposite end of 
the spectrum are groups of trusts which clearly deoukd not be con- 
sidered as created in multiple form for tax avoidance purposes, but 
which might be so treated under a statutory provision which is too 
broad in its scope. An example of such a group of trusts is the 
creation of three trusts, one for each of the grantor’s three children, 
each with discretion in the trustee to pay the income to the primary 
beneficiary or accumulate it, and with ultimate remainders to the 
issue of the primary beneficiary, or if none, with cross-remainders 
to the beneficiaries of the other trusts. In such a situation the income 
of all three trusts might end up in the hands of the same beneficiary, 
but under normal circumstances that is not the probable result. 

Two principal problems emerge in attempting to draft multiple 
trust legislation. The first is in defining the types of trusts to which 
the legislation is to apply. The second is in solving the administrative 
problem of imposing on a fiduciary a possible tax liability determinable 
only on the basis of facts not in his possession, wa perhaps only 
= has distributed the assets out of which the tax should be 

ayable. 

; he proposed addition to section 641 of subsection (c) is designed 
to prevent tax avoidance by the creation of multiple tax entities in 
the form of separate trusts to the extent the primary beneficiaries of 
the currently accumulated income (within the meaning of sec. 643 (b)) 
or taxable income allocated to corpus of each of the separate trusts 
are substantially the same. At the same time, separate trusts retain 
their identity as separate tax entities if each trust is established for 
the benefit of different primary beneficiaries of such income. 

The exception from the rule in the case of separate inter vivos trusts 
with identical income beneficiaries if the separate inter vivos trusts do 
not exceed 3 in number and are created at 5-year intervals is designed 
to take care of the situations where the lapse of time has made it un- 
desirable to add property to an existing trust. No significant income- 
tax avoidance is possible by opening the door to as many as 3 inter 
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vives trusts established at 5-year intervals. If a fourth trust is cre- 
ated, the original 3 trusts, established at 5-year intervals, will be con- 
solidated with the fourth trust in determining the total tax payable 
by the separate trusts for future years. Also, if 2 trusts are established 
in less than 5 years and a third trust is established more than 5 years 
after the second trust, the 3 trusts will be consolidated. For the pur- 
pose of determining whether separate trusts exceed 3 in number, addi- 
tions made to an existing trust shall not be deemed the creation of 
another separate trust. 

The other 2 exceptions, which are applicable both to multiple inter 
vivos trusts and to multiple testamentary trusts, are designed to avoid 
the complexity of treating the separate trusts as one where the total 
currently accumulated income or total taxable income allocated to 
corpus is so small in amount that no significant tax avoidance is 
possible by the creation of separate trusts (the $2,000 referred to in 
the statute is the combined income of the several trusts) and to 
prevent the use of subsection (c) to reduce the total tax payable by 
multiple trusts. 

Inter vivos separate trusts are not to be joined with testamentary 
separate trusts. A revocable inter vivos trust shall continue to be 
classified as an inter vivos trust when the power of revocation ceases 
to exist by the death of the grantor. If, however, the grantor pours 
over to an inter vivos trust from his will, the augmented inter vivos 
trust shall be deemed established by the grantor’s will and thus shall 
be deemed a testamentary trust. Likewise if an inter vivos trust 
pours into a testamentary trust, only a testamentary trust shall be 
deemed to exist. It is realized that under state law an augmented 
inter vivos trust may not be regarded to any extent as a testamentary 
trust. The fact that it is regarded as a testamentary trust under this 
section for tax purposes need have no effect on its character for 
other purposes. The decision to treat the augmented inter vivos 
trust as a testamentary one in applying the multiple trust rules is 
based on the belief that it has been drawn into the testamentary 
scheme of trusts by the pour-over provision. 

Whether separate trusts which have been established by a grantor 
or testator have substantially the same primary beneficiaries of the 
currently accumulated income or taxable income allocated to corpus 
depends on the entire pattern made by the separate trusts. The 
word “primary” in relation to a beneficiary means the beneficiary 
or beneficiaries who are first entitled to the accumulated income or 
taxable income allocated to corpus when there is an order of succes- 
sion with respect to such income or such taxable income, If, for 
example, the terms of a trust call for the distribution in the future 
of accumulated income to the children of a designated person and if 
there are no children to someone else, such children are the primary 
beneficiaries, even though in the year in question no child has been 
born to the designated person. If the trustee has discretion to pay 
the income to a designated beneficiary or accumulate the same, the 
primary beneficiary of the accumulated income is not the person to 
whom it could have been paid in the first instance unless the trustee 
has the power to pay such person accumulated income as well as 
current income. 

When a primary beneficiary of the currently accumulated income 
has a power the exercise of which will adversely affect his:chance of 
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receiving such income, the objects of the power shall not be deemed 
primary beneficiaries of such income in determining whether the 
primary beneficiaries of currently accumulated income under several 
trusts are substantially the same. If, however, a person has a power 
to pay the currently accumulated income to himself, whether he has 
such power alone or in conjunction with another who does not have a 
substantial adverse interest, such power holder shall be deemed the 
primary beneficiary in making such determination. 

The fact that the separate trusts have different termination dates 
or different distributees of corpus (as distinguished from accumulated 
income) on termination will not prevent them from being taxed as 
one trust where the primary beneficiaries of currently accumulated in- 
come or taxable income allocated to corpus are substantially the same. 
If, however, as events transpire, such primary beneficiaries change so 
that they are no longer substantially the same, then the separate 
trusts will be separate tax entities from that time on. If, as events 
transpire, the primary beneficiaries change so that they become sub- 
stantially the same, then the separate trusts will be taxed as one from 
that time on. 

The primary beneficiaries of the currently accumulated income or 
the taxable income allocated to corpus will be the persons to whom the 
trustee in his discretion may distribute such income from time to time 
when the trust is one giving the trustee such discretion. The fact that 
the persons to whom the trustee may distribute such income under 
several different trusts differ in some respects will not prevent the 
primary beneficiaries under the several trusts from being substantially 
the same where the entire beneficiary pattern of the several trusts 
makes it apparent that substantially the same beneficiaries will receive 
benefits under the several trusts. 

If A gives property to other members of his family and they each 
set up trusts with the same primary beneficiaries of the currently 
accumulated income or taxable income allocated to corpus, A may be 
deemed to have established the separate trusts set up by the other 
members of his family so as to invoke the provisions of subsection (c). 
Whether A will be deemed to have established the various trusts will 
depend on whether it can be established that A gave the property to 
the other members offhis}family with the understanding that each 
would establish such*a}trust}with’it. 

The donor of a power of appointment will be deemed the creator 
of any trust established by the exercise of the power if it can be 
established that he gave the power to the- donee with the under- 
standing that the donee would establish the particular trust created 
by the exercise of the power; otherwise, the donee of the power will 
be deemed the creator of any trust established by the exercise of 
the power. If it is determined that the donor of the power is the 
creator of a trust established by the exercise of the power, such 
trust will be deemed one established by the instrument creating the 
power in determining whether it is an inter vivos trust or a testa- 
mentary one. 

The broad exemption from personal liability given to a trustee who 
does not know that additional taxes are payable by his trust under 
subsection (c) is believed essential in order to make it safe for a 
trustee, particularly of an inter vivos trust, to accept a trust. This 
exemption, however, should not detract from the deterrent force of 
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subsection (c) in the field of multiple trusts because of the liability 
of the beneficiaries for such additional taxes in the event the trust 
funds are not adequate to pay them. It should be noted that the 
exemption of the trustee from personal liability applies only to the 
amount of any additional tax which may be imposed on his trust as 
a result of the multiple trusts being taxed as one trust. 

Set out below are several examples of the operation of subsection (c): 

Example 1.—A establishes trust 1 to last for 9 years and 1 day. 
During the period of the trust the income is to be paid to S or accumu- 
lated in the discretion of the trustee. On the termination of the trust 
the principal and accumulated income are to be paid to S or his 
estate. On the following day, A establishes trust 2 which is identical 
with trust 1 except that the termination date is 10 years and 1 day 
after its creation. The primary beneficiary of the currently accumu- 
lated income and of the taxable income allocated to corpus of the 
2 inter vivos trusts is the same and hence the total tax payable by the 
2 trusts is determined by treating the 2 trusts as 1. 

Example 2.—T in his will gives the residue of his estate to a trustee 
and directs the trustee to divide the residue into as many equal shares 
as there are children of T who survive him and children of T who 
predecease him leaving issue who survive him. One of such equal 
shares is to be allocated to each living child of T and each share so 
allocated is to be held in a separate trust in accordance with a desig- 
nated provision in T’s will. One of such equal shares is to be allocated 
to the issue of each deceased child of T and each share so allocated is 
to be held in a separate trust in accordance with a designated provision 
in T’s will. The trustee is given discretion to pay out the current 
income of the separate trust for each living child of T to any one or 
more of the group consisting of such child, such child’s issue, and 
T’s wife, or to accumulate it, and is given discretion to pay out to such 
group any accumulated income. ‘The trustee is given discretion to 
pay out the current income of the separate trust for the issue of each 
deceased child of T to any one or more of the group consisting of such 
deceased child’s issue and T’s wife, or to commen it and is given 
discretion to pay out to such group any accumulated income. Though 
T’s wife is one of the potential beneficiaries of the currently accumu- 
lated income of each of the separate trusts, the primary beneficiaries 
are not substantially the same. The separate trusts are established 
primarily for the different branches of T’s descendant line. Thus 
each separate trust is a separate tax entity. Separate inter vivos 
trusts of the same type would also be separate tax entities. In a 
situation like example 2, if the provisions of T’s will establish that 
his wife is to be preferred so far as distributions under each trust are 
concerned, then the separate trusts will be treated as one trust for 
purposes of determining the tax on currently accumulated income. 

Example 3.—In the same year A establishes trust 1 for the benefit 
of his sister S and trust 2 for the benefit of his brother B. The 
current income of trust 1 is payable to S and of trust 2to B. On the 
death of S, the trust property of trust 1 is to be distributed to A’s 
issue then living, such issue to take per stirpes. On the death of B, 
the trust property of trust 2 is to be distributed to A’s issue then living, 
such issue to take per stirpes. The primary beneficiaries of the tax- 
able income allocated to corpus of the two trusts are substantially 
the same (the fact that A’s issue living at S’s death may be different 
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from his issue living at B’s death is not sufficient to make the primary 
beneficiaries of the two trusts other than substantially the same) 
and hence the total tax payable by the two trusts on such income is 
determined by treating the two trusts as one. 

Example 4.—In the same year A establishes trust 1 for the benefit 
of his sister S1 and brother B1 and brother B2; trust 2 for the benefit 
of his sister S2 and brother B1 and brother B2; trust 3 for the benefit 
of S1 and S2 and B1; and trust 4 for the benefit of S1 and S2 and B2. 
Under each trust instrument the trustee is given discretion to pay 
out the current income to any one or more of the designated bene- 
ficiaries or to accumulate the same, and is given discretion to pay 
out to the designated beneficiaries any accumulated income. The 
primary beneficiaries of the currently accumulated income of each of 
the four trusts are substantially the same and hence the total tax 
payable by the four trusts on such income is determined by treating 
them as one. 

Example 5.—H in his will divides the residue of his estate into 
two shares and establishes a trust with respect to one share under 
which the current income is payable to his wife, W, for her life and, 
in addition, the trustee is given discretion to pay principal to W; and 
on W’s death, the trust property is to be distributed as she may 
appoint by her will and in default of appointment, the trust property 
is to be distributed to H’s issue then living, such issue to take per 
stirpes. H’s will establishes another trust with respect to the other 
share under which the trustee is given discretion to pay out the 
current income to any one or more of the group consisting of W and 
H’s issue living from time to time or accumulate the same and is 
given discretion to pay out principal and accumulated income to any 
one or more of such group, and on W’s death, the trust property is 
to be distributed to H’s issue then living, such issue to take per 
stirpes. The trust of the first share is a marital deduction trust. 
The primary beneficiary of the income allocated to corpus of the 
marital deduction trust is W. The primary beneficiaries of the 
income allocated to corpus of the nonmarital deduction trust are 
W and H’sissue. Thus each trust is a separate tax entity in deter- 
mining the tax payable with respect to income allocated to corpus. 

Example 6.—H in his will divides the residue of his estate into two 
shares and establishes a trust with respect to one share under which 
the current income is payable to his wife, W, for her life and, in 
addition, the trustee is given discretion to pay principal to W; and 
on W’s death, the trust property is to be distributed as she may 
appoint by her will and in default of appointment, the trust property 
is to be distributed to H’s issue then living, such issue to take per 
stirpes. H’s will establishes another trust with respect to the other 
share under which the trustee is given discretion to pay out the 
current income to any one or more of the group consisting of W and 
H’s issue living from time to time or accumulate the same and is 
given discretion to pay out principal and accumulated income to W; 
and on W’s death, the trust property is to be distributed to H’s issue 
then living, such issue to take per stirpes. The trust of the first share 
is a marital deduction trust. The primary beneficiary of the income 
allocated to corpus of the marital deduction trust is W. The primary 
beneficiary of the income allocated to corpus of the nonmarital 
deduction trust is W. Thus the primary beneficiary of the income 
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allocated to corpus of the two trusts is W and hence the total tax 
payable by the two trusts on such income is determined by treating 
the two trusts as one. 

Example 7.—H in his will divides the residue of his estate into 
two shares and establishes a trust with respect to one share under 
which the current income is payable to his wife, W, for her life and 
on her death, the trust property is to be distributed as she may appoint 
by her will and in default of appointment, the trust property is to be 
distributed to H’s issue then living, such issue to take per stirpes; 
and establishes another trust with respect to the other share under 
which the trustee is given discretion to pay out the current income to 
W, or accumulate the same, and is given discretion to pay out principal 
and any accumulated income to W and on W’s death, the trust 
property is to be distributed to H’s issue then living, such issue to 
take per stirpes. The trust of the first share is a marital deduction 
trust. The primary beneficiaries of the income allocated to corpus of 
the first trust are the possible appointees under the general power of 
appointment given to W (likewise the possible appointees under a 
special power of appointment would be primary beneficiaries). The 
primary beneficiary of the income allocated to corpus of the nonmarital 
deduction trust is W. Thus, each trust is a separate tax entity. 

Example 8.—H in his will divides the residue of his estate into two 
shares and establishes a trust with respect to one share under which 
the trustee is given discretion to pay out the current income to his 
wife, W, or accumulate the same, and is given discretion to pay out 
the accumulated income to W, and on W’s death, the trust property 
is to be distributed to her estate; and establishes another trust with 
respect to the other share under which the trustee is given discretion 
to pay out the current income to W, or accumulate the same, and is 
given discretion to pay out principal and any accumulated income to 
W and on W’s death, the trust property is to be distributed to H’s 
issue then living, such issue to take per stirpes. The trust of the 
first share is a marital deduction trust. The primary beneficiary of 
the currently accumulated income is W and the primary beneficiary 
of the income allocated to corpus is W’s estate. The primary bene- 
ficiary of the currently accumulated income of the nonmarital deduc- 
tion trust is W and the primary beneficiary of the income allocated 
to corpus of the nonmarital deduction trust is also W. Thus, the 
total tax payable by the two trusts on the currently accumulated in- 
come is determined by treating the two trusts as one but the two 
trusts are not treated as one in determining the tax on income allo- 
cated to corpus. 

It is possible for separate trusts to each have multiple grantors. 
The operation of section 641 (c) in such a situation is illustrated by 
the following example: A and B establish trust 1, each contributing 
one-half of the corpus, under which the trustee is given discretion to 
pay out the current income of the trust to anyfoneYor]more of the 
group consisting of A’s issue, or to accumulate the same, and is given 
discretion to pay out to such group the accumulatedjincome. A and 
C establish trust 2, each contributing one-half of the corpus. The 
trustee under this trust is also given discretion to pay out the current 
income to any one or more of the group consisting of A’s issue, or to 
accumulate the same, and is given discretion to pay out to such group 
the accumulated income. The primary beneficiaries of the currently 
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accumulated income of each trust are the same. However, only 
one-half of the currently accumulated income of each trust stems 
from the same grantor. Therefore, only to the extent of one-half of 
the currently accumulated income of each trust will the two trusts be 
treated as one under section 641 (c). 

It was publicly announced on November 7, 1956, that legislation 
in regard to multiple trusts would be submitted. to Congress and 
thus it seems reasonable to make this amendment operative as of 
December 1, 1956, in regard to multiple trusts created after that date. 
It also is recommended that in particularly flagrant cases, subsection 
(c) be applied to trusts having taxable years ending after December 1, 
1956, even though the trusts were created prior to that date. The 
statute should be applied with respect to saultiple trusts created prior 
to that date if they are more than 5 in number, were created within 12 
months of one another, each instrument contains substantially identi- 
cal provisions with respect to the distribution of accumulated income 
or taxable income allocated to corpus or both, and the original trustee 
or trustees of each of the separate trusts were the same. It is not 
recommended that trusts created before December 1, 1956, be com- 
bined in any way with trusts created after that date in applying the 
provisions of subsection (c). 


SEC, 642. SPECIAL RULES FOR CREDITS AND DEDUCTIONS. 

(a) Crepits Against Tax.— 

(1) PARTIALLY TAX-EXEMPT INTEREST.—An estate or trust shall be allowed 
the credit against tax for partially tax-exempt interest provided by section 35 
only in respect of so much of such interest as is not properly allocable to any 
beneficiary under section 652 or 662. If the estate or trust elects under sec- 
tion 171 to treat as amortizable the premium on bonds with respect to the 
interest on which the credit is allowable under section 35, such credit (whether 
allowable to the estate or trust or to the beneficiary) shall be reduced under 
section 171 (a) (3). 

(2) Forzr1en TAXES.—An estate or trust shall be allowed the credit against 
tax for taxes imposed by foreign countries and possessions of the United States, 
to the extent allowed by section 901, only in respect of so much of the taxes 
described in such section as is not properly allocable under such section to the 
beneficiaries. 

(3) DivipENDS RECEIVED BY INDIVIDUALS.—An estate or trust shall be al- 
lowed the credit against tax for dividends received provided by section 34 
only in respect of so much of such dividends as is not properly allocable to 
any beneficiary under section 652 or 662. Fer oF the 
time ef receipt ef dividends under seetion 34 and seetion H6; the ameunt 
ot dividetds peeperte atheerble te a beneeipy dder seetiern GAL ef bHD 
pence Par re ee fir te “ad ace Rear dt Eg argo Mpeg am A 
same dates that the dividends were reecived by the estate or trust. In 
determining whether an estate or trust shall be entitled to exclude dividends by 
gross income under section 116 (a), any amount of dividends allocable to a bene- 
jiciary under section 652 or section 662 shall be allocable first from dividends 
other than those which are excluded under section 116 (a), and the estate or trust 
shall be entiiled to exclude from gross income under section 116 (a) dividends not 
so allocable to a beneficiary in an amount not in excess of $50. 

(b) DepucTION For PERsONAL ExEemptTion.—An estate shall be allowed a 
deduction of $600. A trust which, under its governing instrument, is required 
to distribute all of its income currently shall be allowed a deduction of $300. 
All other trusts shall be allowed a deduction of $100. The deductions allowed 
by this subsection shall be in lieu of the deductions allowed under section 151 
(relating to deduction for personal exemption). 

fhe Bett RE ES sh PRA Bee chstpe Fen + 
Cusntrspee Punross-—in the case of am eotate or tract (other than a értict 
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(c) Dezpvucrion For CHARITABLE etc., Conrripurions.—In the case of an 
estate or trust the deduction allowed by section 170 (relating to deduction for charitable, 
etc., contributions and gifts) shall not be allowed, but the estate or trust shall be al- 
lowed a deduction for such contributions and gifts to the extent provided in sections 
651, 661, and 663 (d). 

(d) Net OprraTING Loss Depuction.—The benefit of the deduction for net 
operating losses provided by section 172 shall be allowed to estates and trusts 
under regulations prescribed by the Secretary or his delegate. 

(e) DepucTion ror DEPRECIATION AND DepLetion.—An estate or trust shall 
be allowed the deduction for depreciation and depletion only to the extent not 
apportioned to beneficiaries under sections 167 (g) and 611 (b). 

(f) AMORTIZATION OF EMERGENCY OR GRAIN StoraGe Facriitres.—The benefit 
of the deductions for amortization of emergency and grain storage facilities pro- 
vided by sections 168 and 169 shall be allowed to estates and trusts in the same 
manner as in the case of an individual. The allowable deduction shall be appor- 
tioned between the income beneficiaries and the fiduciary under regulations pre- 
scribed by the Secretary or his delegate. 

(g) DisALLOwANcE OF Dovusie Depuctions.—Amounts allowable under sec- 
tion 2053 or 2054 as a deduction in computing the taxable estate of a decedent 
shall not be allowed as a deduction in computing the taxable income of the estate, 
unless there is filed, within the time and in the manner and form prescribed by the 
Secretary or his delegate, a statement that the amounts have not been allowed as 
deductions under section 2053 or 2054 and a waiver of the right to have such 
amounts allowed at any time as deductions under section 2053 or 2054. This 
subsection shall not apply with respect to deductions allowed under part II (re- 
lating to income in respect of decedents). 

(h) Unvsep Loss oun earana AND Excess DgepucTions ON TERMINATION 
AVAILABLE TO BENEFICIARIES,—If on the termination of an estate or trust, the 
estate or trust has— 

(1) a net operating loss carryover under section 172 or a capital loss carry- 
over under section 1212, or 
(2) for the last taxable year of the estate or trust deductions (other than 
the deductions for personal exemption allowed under swbseetions subsection 
(b) er 4e}) in excess of gross income for such year, 
then such carryover or such excess shall be allowed as a deduction, in accordance 
with regulations prescribed by the Secretary or his delegate, to the beneficiaries 
succeeding to the property of the estate or trust. For the purposes of this sub- 
section, separate and independent shares of different beneficiaries in a single trust 
or estate, as determined pursuant to section 663 (c), shall be treated as separate trusts 
or estates. 

(i) Depucrion ror Esrarze Tax on Income 1n Respect or A DecEDENT.—An 
estate or trust shall be allowed the deduction provided by section 691 (c) (relating to the 
deduction allowed for estate tax on income in respect of a decedent) only in respect of so 
much of the income in respect of a decedent as is not properly allocable to a beneficiary 
under section 652 or section 662. 

(j) Cross REFERENCE.— 


For disallowance of standard deduction in case of estates and trusts see section 142 (b) (4). 


COMMENT 
Section 642 (a) (3) 

There is doubt under the present law about the proper treatment 
of the $50 dividend exclusion under section 116 (a) on the return of 
an estate or trust if the estate or trust receives dividends which 
qualify for the exclusion but distributes a part of such dividends to a 
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beneficiary during the taxable year. Section 116 (a) excludes from 
gross income certain dividends received by an individual to the extent 
that the dividends do not exceed $50. Section 641 (b) provides that 
the taxable income of an estate or trust shall be computed in the same 
manner as in the case of an individual, except as otherwise provided in 
part I of subchapter J. Sections 652 (b) and 662 (b) provide that 
amounts which are paid, credited or required to be distributed cur- 
rently to a beneficiary shall have the same character in the hands of 
the beneficiary as in the hands of the estate or trust. 

It is arguable that where part of the income which is not paid, 
credited or required to be distributed to a beneficiary consists of divi- 
dends, the estate or trust should be treated in the same manner as an 
individual and should be entitled to exclude from gross income divi- 
dends not in excess of $50. On the other hand, it is arguable that any 
distribution of dividends necessarily carries with it all or a part of the 
$50 dividend exclusion. The regulations provide in substance that 
distributions of dividends shall be deemed to take away from the estate 
or trust a ratable part of the $50 exclusion, so that if, for example, the 
estate or trust receives $1,000 of dividends and distributes $500 of 
dividends to beneficiaries, the estate or trust will be entitled to exclude 
only $25 of the undistributed dividends. (See sec. 1.661 (c)-2.) 

The amount of the dividend exclusion allowable in such cases in- 
volves only a small amount of revenue, and it’seems advisable for 
simplicity of computation that the law be clarified by providing that 
the undistributed dividends shall qualify in full for the exclusion in an 
amount not in excess of $50. The amount of dividends excluded 
under section 116 (a) is part of distributable net income under section 
643 (a) (7), and it is important to preserve the rule in sections 651 (b) 
and 661 (c) that the deduction allowed to an estate or trust for amounts 
paid, credited, or required to be distributed to a beneficiary shall not 
include any item of distributable net income which is not included in 
the gross income of the estate or trust. 

These results are accomplished by amending section 642 (a) (3) 
to provide that in determining whether an estate or trust is entitled 
to the dividend exclusion, any amount of dividends allocable to a 
beneficiary under section 652 or 662 shall be allocable first from the 
dividends which are not excluded from gross income. For example, 
if the distributable net income of an estate or trust includes $1,000 of 
dividends which qualify for the exclusion and the part of such divi- 
dends deemed distributed to beneficiaries amounts to $950, so that 
$50 of such dividends will be deemed not distributed, the estate or 
trust will be entitled to exclude the entire $50 from gross income. 
If in such case the amount of dividends deemed distributed to bene- 
ficiaries is $975, the estate or trust will be entitled to exclude the 
balance of $25 from gross income. 

The second sentence of the present section 642 (a) (3) has been 
stricken because it is now obsolete. 

The proposed amendment to section 642 (a) (3) should apply to 
existing trusts, as well as to future trusts, for taxable years ending 
after its enactment. 


Section 642 (c) 


_An estate or trust is allowed a deduction for charitable contributions 
without regard to the percentage limitations applicable to individuals. 
Since the theory of taxation of estates and trusts is essentially that 
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they are merely conduits through which income flows from its source 
to the beneficiaries, an estate or trust is also allowed a deduction for 
distributions to beneficiaries other than charitable organizations. 
The deduction for charitable contributions is allowed under section 
642 (c) as a deduction from gross income in computing taxable income. 
Section 643 provides that “distributable net income’”’ means taxable 
income with certain adjustments. The concept of “distributable net 
income”’ is used in determining the amount of income for which an 
estate or trust is allowed a deduction under sections 651 and 661 for 
distributions to noncharitable beneficiaries, and in determining the 
amount of income includible by the beneficiaries in their taxable 
incomes under sections 652 and 662. 

As a consequence of the conduit principle, it is necessary to de- 
termine the types of income which are included in distributions 
by trusts and estates to charitable and noncharitable beneficiaries. 
For example, it is necessary to determine to what extent a beneficiary 
is considered to have received tax-exempt income, or dividends 
subject to the dividends-received credit. The code provides, in 
general, that the inclusion of particular items of income in a distribu- 
tion to a noncharitable beneficiary is determined by a ratio of which 
the numerator is the amount distributed to that beneficiary and the 
denominator is distributable net income. However, in the case of an 
estate or trust which has both charitable and noncharitable bene- 
ficiaries, a similar allocation must also be made to the charitable 
beneficiaries. As was indicated above, since a distribution to a 
charitable beneficiary is treated as a deduction from gross income in 
arriving at taxable income, which in turn determines distributable 
net income, allocations to charitable beneficiaries cannot be deter- 
mined by a ratio of which distributable net income itself is the denom- 
inator. Therefore, although under State law a charitable beneficiary 
is as much a beneficiary as any other beneficiary, the code literally 
requires 2 separate rules for the 2 types of beneficiaries and 2 separate 
sets of computations in preparing the income-tax return of the estate 
or trust. Since the same item of income is allocated in two different 
ways, highly artificial results are reached. Also, an already compli- 
cated form of return is further complicated and an additional admin- 
istrative burden is imposed on fiduciaries. 

Finally, in order to carry out the allocation of items of income to a 
distributee which is treated differently from other beneficiaries, a 
number of complicating adjustments are required in the code. Thus 
in the present code the following adjustments appear: 


Section 642 (c) concerning capital gains. 

Section 643 (a) (3) also concerning capital gains. 

Section 643 (a) (end of section) concerning tax-exempt interest 
and foreign income of a foreign trust. 

Section 651 (a) (2), the definition of simple trusts. 

Section 661 (b), allocations with respect to distributable net in- 
come. 

Section 662 (a) (1), same. 

Section 662 (b), same. 

Section 663 (a), definition of distributions. 


In addition, there are a number of areas in which the proper adjust- 
ments were not made in the 1954 Code and which should be included 
if the present scheme is to be retained. Among these are the following: 
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Section 642 (a) (1),"credit for partial tax-exempt interest. 
Section 642 (a) (3), dividends received credit. 
Section 643 (a) (7), dividend exclusion. 


In addition, also the adjustments referred to above in sections 642 (c), 
643 (a) (3), 662 (a) (1), and 662 (b) are defective and would require 
substantial revision if the present statutory scheme is retained. 
Therefore, in order to simplify the present code, to avoid further 
complicating and correcting amendments, to achieve less artificial 
results, and to simplify estate and trust administration, it is recom- 
mended that charitable distributions by trusts and estates be treated 
as deductions from distributable net income under sections 651 and 
661, rather than as deductions from gross income under section 642. 
The amendment which is proposed to section 642 (c) is the first. of 
a series of amendments intended to accomplish this purpose. It 
substitutes for the charitable deduction now allowed in computing 
taxable income in section 642 (c) a disallowance of any charitable 
deduction at this point. Such a disallowance is necessary to avoid 
a double deduction for the same charitable distribution. For example, 
a trust instrument may direct the distribution of 30 percent of the 
income to university A, and the accumulation of the balance of the 
income for eventual distribution to X, an individual. Since section 
641 (b) provides that, in general, the taxable income of an estate or 
trust shall be computed in the same manner as that of an individual, 
a charitable-contributions deduction would be allowed under section 
170 for the contribution to university A, and a distributions deduction 
would also be allowed for the same amount under section 661: 
Further amendments are necessary in carrying out the change in 
the treatment of charitable distributions. The proposed amendments 
are to be found in their proper numerical places in this report, with 
such additional explanation as seems desirable, except that the largely 
conforming amendments to the sections which are not in subchapter J 
are grouped together at the end of this report. See particularly the 
comment under section 663. 
The proposed change to section 642 (c) should be applied to existing 


trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Section 642 (e) 


The proposed amendment to section 642 (e) is intended to be declar- 
atory of existing law and to make it clear that a portion of any depreci- 
ation or depletion allowances to which a trust or estate is entitled must 
be allocated to a charitable beneficiary. Section 642 (e) of the present 
code states that an estate or trust shall be entitled to these deductions 
to the extent not “allowable” to other beneficiaries under sections 167 
(g) and 611 (b). The word “allowable” may imply that only taxable 
beneficiaries are to be considered. However, sections 167 (g) and 611 
(b) use the word “apportioned’’, which does not carry this connotation, 
and it is proposed to substitute “apportioned” for “allowable.” Ap- 
portioned as used in this context means properly apportioned. It is 
not intended by this amendment.to alter the present rule as set forth 
in the regulations under sections 167 and 611 that only allocations of 
depreciation and depletion deductions which possess economic sub- 
stance will be recognized. See the comment under section 642 (c) for a 
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further discussion of problems concerning deductions for distributions 
to charitable beneficiaries. 

The proposed amendment to section 642 (e) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Section 642 (h) 

The proposed amendment to section 642 (h) (2) is a conforming 
amendment proposed in connection with the proposed revision of 
treatment of distributions to charitable beneficiaries, discussed in the 
comment above on the proposed amendment to section 642 (c). 

The proposed addition at the end of section 642 (h) is designed to 
extend the deduction carryover provision of section 642 (h) to the 
termination of a single beneficiary’s interest in an estate or trust having 
different beneficiaries. A continuing trust, of course, loses its share 
of the net operating loss carryover allocated to a beneficiary. See 
the comment under section 663 (c) for a discussion of the changes 
made with respect to the income taxation of estates. 

The proposed amendment to section 642 (h) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 

Section 642 (1) 

The purpose of the amendment is to include in the statute a provi- 
sion similar to that of section 1.691(c)-2 of the regulations allowing 
to an estate or trust only that portion of the deduction for estate tax 
on income in respect of a decedent which is properly attributable to 
so much of such income as is taxable to the estate or trust. The 
remaining portion of the deduction would be allowed to the beneficiary 
to whom the remaining income in respect of a decedent is allocable. 

The proposed amendment to section 642 (i) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 

SEC. 643. DEFINITIONS APPLICABLE TO SUBPARTS A, B, C, AND D. 

(a) DistrisuTaBLE Net Income.—For purposes of this part, the term 
“distributable net income’ means, with respect to any taxable year, the taxable 
income of the estate or trust computed with the following modifications— 

(1) DepuUcTION FOR DISTRIBUTION.—No deduction shall be taken under 
sections 651 and 661 (relating to additional deductions). 

(2) DEDUCTION FOR PERSONAL EXEMPTION AND FOR ESTATE TAX.—NoO 
deduction shall be taken under section 642 (b) (relating to deduction for 
personal exemptions) and section 691 (c) (relating to deduction for estate tax 
atiributable to income in respect of a decedent). 

(3) CAPITAL GAINS AND LOSSES AND CORPUS ITEMS OF DEDUCTIONS.— 

(A) CAPITAL GAINS AND LOssEs.—Gains from the sale or exchange of 
capital assets shall be excluded to the extent that such gains are allocated 
to corpus and are not 44} paid, credited, or required to be distributed 
to any beneficiary during the taxable year er +8} paid; permanently 
set aside er te be teed for purpeses speetied H seetion 642 (4. Losses 
from the sale or exchange of capital assets shall be excluded, except to 
the extent such losses are taken into account in determining the amount 
of gains from the sale or exchange of capital assets which are paid, 
credited, or required to be distributed to any beneficiary during the 
taxable year. The deduction under section 1202 (relating to deduction 
for excess of capital gains over capital losses) shall not be taken into 
account. 

(B) RULE FOR DETERMINING WHEN CAPITAL GAINS ARE PAID, CREDITED 
OR REQUIRED TO BE DISTRIBUTED.—Capital gains shall not be considered 
paid, credited or required to be distributed to a beneficiary within the meaning 
of subparagraph (A) except to the extent that— 
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(i) they are required to be distributed or credited during the taxable 
year under the provisions of the governing instrument or applicable 
local law; or 

(iz) the books or records of the estate or trust or notice to the benefi- 
ciary shows an intention properly to pay or credit such amounts to the 
beneficiary during the taxable year; or 

(1t%) the fiduciary follows the regular practice of distributing all cap- 
ital gains; or 

(iv) capital gains are received in the year of termination of the estate 
or trust. 

““(C) Corpus ITEmMs or DepuctTions.—Corpus deductions shall 
be excluded except to the extent that they exceed corpus income, 
and corpus income, not otherwise excluded, shall be excluded to 
the extent of the excess of corpus deductions so excluded over 
corpus income otherwise excluded. For the purpose of this sub- 
paragraph, ‘corpus deductions’ means deductions, other than 
capital losses, which are chargeable to corpus under the provi- 
sions of the governing instrument and applicable local law or 
which are charged to corpus as the result of the exercise of dis- 
cretion by any person pursuant to the governing instrument; 
and ‘corpus income’ means the sum of gross income not paid, 
credited or required to be distributed and gross income excluded 
under paragraph (4), reduced by allowable capital losses and the 
deductions allowed under section 642 (b) (relating to deduction 
for personal exemption), under section 1202 (relating to deduc- 
tion for excess of capital gains over capital losses) and under 
section 691 (c) (relating to deduction for estate tax attributable 
to income in respect of a decedent). In applying this subpara- 
graph, capital gains and losses shall be disregarded to the extent 
that they are taken into account in determining the alternative 
tax under section 1201 (b).’’ 

(4) EXTRAORDINARY DIVIDENDS AND TAXABLE STOCK DIVIDENDS.—For 
purposes only of subpart B (relating to trusts which distribute current 
income only), there shall be excluded those items of gross income constituting 
extraordinary dividends or taxable stock dividends which the fiduciary 
acting in good faith, does not pay or credit to any beneficiary by reason of 
his determination that such dividends are allocable to corpus under the 
terms of the governing instrument and applicable local law. 

(5) TaAx-EXEMPT INTEREST.—There shall be included any tax-exempt in- 
terest to which section 103 applies, reduced by any amounts which would 
be deductible in respect of disbursements allocable to such interest but for 
the provisions of section 265 (relating to disallowance of certain deductions). 

(6) ForEIGN INCOME.—In the case of a foreign estate or trust, there shall 
be included the amounts of gross income from sources without the United 
States, reduced by any amounts which would be deductible in respect of 
disbursements allocable to such income but for the provisions of section 
265 (1) (relating to disallowance of certain deductions). 

(7) DrvipeNps.—There shall be included the amount of any dividends 
excluded from gross income pursuant to section 116 (relating to partial exclu- 
sion of dividends received). 


of speeitie provisions Hi He gevernine Histriinest Be deemed te eansist ef the 
sae propertion ef eneh elas of Hema ef Hreeme ef the estate er trust as the teteal 
af ereh cttsa betes te the tet of al elisses: 

(b) INcoms.—For purposes of this subpart and subparts B, C, and D, the 
term ‘‘income,’”’ when not preceded by the words “‘taxable,” “distributable net,”’ 
“undistributed net,” or “‘gross,’’ means the amount of income of the estate or 
trust for the taxable year determined under the terms of the governing instru- 
ment and applicable local law. Capital gains and items of gross income con- 
stituting extraordinary dividends or taxable stock dividends which the fiduciary, 
acting in good faith, determines to be allocable to corpus under the terms of the 
governing instrument and applicable local law shall not be considered income. 

(c) Benericiary.—For purposes of this part, the term “beneficiary” includes 
an heir, a legatee, and a devisee. 
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(d) CrarrrasLe Benericrary.—For the purposes of this subtitle, the term 
“charitable beneficiary’’ means any beneficiary to or for the use of which a contribu- 
tion by an individual would be a ‘‘charitable contribution” under section 170 (c) 
(without regard to the percentage limitations prescribed in section 170 (b)). 


COMMENT 
Section 643 (a) (2) 

The proposed amendment is designed to add to the deductions not 
allowed in computing distributable net income the deduction under 
section 691 (c) for estate tax attributable to income in respect of a 
decedent. Such deduction should not be allowed to reduce the 
measure of taxable distributions to the beneficiaries. It is allowed 
under section 642 (i) to the persons taxable upon the income in respect 
of a decedent to which it is allocable. 

The proposed amendment to section 643 (a) (2) should apply to 
existing trusts, as well as to future trusts, for taxable years ending 
after its enactment. 


Section 648 (a) (8) (A) 
Subparagraph (A) of the proposed section 643 (a) (3) is the same 


as the present section 643 (a) (3) except for the conforming amend- 
ment which deletes the reference to section 642 (c). 
Section 648 (a) (8) (B) 

Capital gains are included in distributable net income and are tax- 
able to the beneficiaries to the extent that they are paid, credited, 
or required to be distributed to a beneficiary during the taxable 
year. This is the rule stated in the present section 643 (a) (3) in 
reference to capital gains which are allocated to corpus. The present 
statute leaves uncertain whether a distribution of corpus will be 
deemed to include capital gains realized during the taxable year. 
For example, if a fiduciary sells property at a gain and deposits the 
proceeds in a bank account in which are held funds constituting prin- 
cipal and makes a distribution from that account during the taxable 
year, it is not clear whether the distribution is to be deemed to include 
all or a part of the capital gains. 

The proposed section 643 (a) (3) (B) follows to some extent the 
provisions of the regulations (sec. 1.643 (a)-3). It provides that 
capital gains shall not be considered paid, credited, or required to 
be distributed (and consequently will be excluded from distributable 
net income) unless at least one of the following requirements is met: 

(1) They are required to be distributed currently under the 
governing instrument or local law. 

(2) They are not required to be distributed currently, but the 
books or other records of the fiduciary or notice to the beneficiary 
shows an intention properly to pay or credit such amounts to the 
beneficiary during the taxable year. 

(3) The fiduciary follows the regular practice of distributing all 
capital gains. 

(4) The capital gains are received in the year of termination 
of the estate or trust. 

For example, if an executor sells property for $10,000 and thereby 
realizes a gain of $2,000 and deposits the proceeds of sale in a com- 
mingled bank account and distributes $5,000 from the account to a 
beneficiary, the distribution will not ordinarily be considered to include 
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any part of the capital gain. On the other hand, if the fiduciary 
issues a check on the commingled account for $2,000 payable to a 
named beneficiary and makes an entry on his books showing that 
the check is a distribution of capital gain or so notifies the beneficiary, 
the distribution will be considered a distribution of capital gain. 

Under the proposed statute, where the executor makes a distribu- 
tion to a beneficiary, he may identify the distribution on his books or 
records or by notice to the beneficiary as being a distribution of 
capital gains. For example, he may identify a distribution as in- 
cluding a specific amount of capital gain, so that the beneficiary 
may take the applicable portion of the deduction under section 1202 
for excess of capital gains over capital losses. 

For the meaning of the phrase year of termination in subdivision 
(iv) see section 1.641 (b)—3 of the Regulations. 

The proposed section 643 (a) (3) (B) should apply to existing 
trusts as well as to future trusts for taxable years ending after its 
enactment. 


Section 643 (a) (3) (C) 

A general rule which would charge to principal all items of dedue- 
tions properly allocable to incitel does not appear to provide any 
avenue of tax avoidance. The proposed subparagraph (C) treats as 
corpus deductions all items of deductions which are chargeable to 
corpus under the provisions of the governing instrument and applicable 
local law or which are charged to corpus as a result of the exercise of 
discretion by a fiduciary or other person pursuant to the governing 
instrument. Those deductions are excluded in determining distrib- 
utable net income to the extent that they are absorbed by the corpus 
items of income. Corpus income includes income credited to corpus 
and accumulated income. Only the excess of such deductions over 
corpus items of income is included in computing distributable net 
income. Corpus items of income, whether or not otherwise excluded, 
are excluded from distributable net income to the extent that they 
offset corpus items of deductions which are so excluded. 

Under existing law, deductions which are properly allocable to the 
principal account of a trust rather than to the income account never- 
theless reduce distributable net income, so that the benefit of the 
deductions is shifted to the income beneficiaries. For example, a 
trust having $5,000 of currently distributable ordinary income and 
$500 of capital gains after taking the deduction under section 1202 
pays a trustee’s commission chargeable to corpus of $1,000. The 
$1,000 corpus charge now reduces the distributable net income, so 
that the current income beneficiary is taxed on only $4,000. On 
the other hand, although the $1,000 corpus charge is paid by the 
trustee out of the principal of the trust, no deduction is allowed 
the trustee for such charge and he must report and pay a tax on the 
$500 of capital gain added to principal. This result has been severely 
criticized by fiduciaries as improperly depriving the remaindermen 
of tax deductions to which they are rightfully entitled. It has been 
indicated that probate law may require the fiduciary to make adjust- 
ments between principal and income accounts in order to reimburse 
the remaindermen for the tax benefit of which they are deprived by 
the present statute. 

According to the legislative history, the present provision of the 
1954 Code was adopted to prevent the wastage of deductions which 
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might otherwise occur when all the income is distributable or dis- 
tributed. The statute, however, goes beyond the declared cbjective. 
The benefit of corpus deductions is shifted to the income beneficiaries 
even when there remains gross income taxable to the fiduciary, such 
as capital gains. 

The proposed section 643 (a) (3) (C) would carry out the objective 
of preventing the wastage of corpus deductions, but at the same time 
would not shift the benefit of these deductions to the income bene- 
ficiaries when sufficient gross income remains taxable to the fiduciary 
to absorb them. Under the proposed statute, corpus deductions are 
taken into account in computing distributable net income only to the 
extent that they exceed items of gross income allocable to corpus and 
accumulated income. Thus, in the example given above, the trustee 
would offset the $500 of capital gains by $500 of the $1,000 corpus 
charge. The balance of the $1,000 corpus charge not utilized by the 
trustee to offset income of the trust (capital gain) would then reduce 
distributable net income, so that the beneficiary would be taxable on 
$4,500. 

Since the deduction for allowable capital losses and the deduction 
allowed the fiduciary under section 642 (b) (deduction for personal 
exemption) are not taken into account in any event in computing dis- 
tributable net income, the proposal requires that corpus income 
be first reduced by these deductions. The remaining corpus income, 
such as capital gains and accumulated income, determines the extent 
to which other corpus deductions will enter into the computation of 
distributable net income. The deduction under section 1202 for 50 
percent of the excess of capital gains over capital losses and the deduc- 
tion under section 691 (c) for estate tax on income in respect of a 
decedent would be allowed to the taxpayer (whether the estate or 
trust or the beneficiary) to the extent of capital gains and income in 
respect of a decedent, as the case may be, which are taxable to such 
taxpayer. 

Under the proposed amendment, the benefit of corpus deductions 
is not passed through to the income beneficiaries where income 
taxable to the estate or trust exceeds the corpus deductions. Thus, 
if capital gains allocable to corpus are $1,500, after taking the deduc- 
tion under section 1202, and the corpus deductions are $1,000, all 
the deductions would be utilized by the fiduciary and the income 
beneficiaries would receive no benefit of the corpus deductions. 

Since existing law allows corpus deductions primarily to reduce 
distributable net income, there is no wastage of the deductions in 
cases where the fiduciary uses the alternative method under section 
1202 (b) of computing tax on the excess of net long-term capital 
gain over net short-term loss. The proposed statute likewise avoids 
wastage of corpus deductions where the 25-percent tax rate is applied 
to capital gain. It provides that in the application of the subpara- 
graph, capital gains and losses shall be disregarded to the extent 
that they enter into the computation of the alternative tax, so that 
such gains and losses would not reduce the corpus deductions. For 
example, if a trust which is required to distribute all ordinary income 
had ordinary income of $10,000, gross long-term capital gains of 
$50,000 and corpus charges of $4,000, the 25-percent alternative tax 
would apply to the capital gains of $50,000 without any reduction 
for the corpus charges, and the corpus charges would be applied 
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wholly in reduction of distributable net income, so that the bene- 
ficiary would be taxed on $6,000. 

Income taxable to the estate or trust against which the corpus 
deductions would be applied might consist of income added to 
corpus and also accumulated income, and the ultimate beneficiaries 
of the two classes of income might be different. The proposed 
statute makes no distinction between the two classes of income for 
the purpose of applying the corpus deductions, and the manner of 
applying the deductions to the two classes of income is left to the 
discretion of the fiduciary. For example, assume that a trust has 
capital gain allocable to corpus of $2,000, after taking the deduction 
under section 1202, ordinary income of $10,000 and corpus deduc- 
tions of $4,000. Assume further that the trustee makes a dis- 
cretionary distribution of $7,000 of ordinary income and accumulates 
the balance of $3,000 and that he has discretion to distribute the 
accumulated income to the income beneficiary in a later year. Since 
the income taxable to the trust, $5,000, is more than the corpus 
deductions, the corpus deductions will be applied wholly against that 
income, leaving distributable net income of $8,000, so that the dis- 
tribution of $7,000 will be taxable in full to the beneficiary. The 
fiduciary may apply $2,000 of the corpus deductions against the 
capital gain of $2,000 and the balance of $2,000 against the accumu- 
lated income of $3,000, or he may apply the deductions first against 
the accumulated income and the balance against the capital gains. 
The method of charging the deductible items of expense and the 
current income tax between the two classes of beneficiaries is an 
accounting matter to be determined under local law. However, in 
computing distributable net income for the purpose of the throwback 
rule, the corpus deductions would offset the $3,000 of accumulated 
income, so that there would be no undistributed net income. See 
the comment on the proposed amendments to section 665 (a) and (b). 

If accumulated income or income added to corpus and not excluded 
from distributable net income by any other provision of section 643 (a) 
is deemed distributed because of a distribution of corpus or prior 
year’s income, such income will not be excluded from distributable 
net income underfthis subparagraph. As a result, the corpus deduc- 
tions will be applied first against income such‘as capital gain which 
is otherwise excluded from distributable net income and the remain- 
ing corpus deductions will be applied in determining distributable 
net income. For example, assume that the facts are the same as in 
the preceding paragraph except that in addition to distributing income 
of $7,000, the trustee distributes $4,000 of principal, making total 
distributions of $11,000. The accumulated income of $3,000 will 
not be excluded from distributable net income and the corpus deduc- 
tions of $4,000 will be applied first against the capital gain of $2,000, 
leaving a balance”of $2,000 of corpus deductions to}be applied in 
computing distributable net income. Distributable net income will 
be $8,000, and that amount will be taxable to beneficiaries. 

It should be observed that if this proposal is adopted, income bene- 
ficiaries would still receive the benefit of deductible corpus charges to 
the extent that they could not be utilized by the fiduciary. Thus, in 
& year in which the fiduciary had such deductible corpus charges, he 
would be required to reach a decision on whether he should permit 
such deductions to inure to the benefit of the beneficiary or whether 
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2 should take offsetting capital gains or refrain from taking capital 
osses. 

A result of the proposed amendment would be that ordinary losses 
described in section 1231 on sales of business property, which under 
present law are allowable in full in reduction of distributable net 
income, would be used first to reduce income which is taxable to the 
estate or trust, and only the excess of such losses and other corpus 
deductions over income taxable to the estate or trust would be allow- 
able in computing distributable net income. 

Another result of the proposed statute would be that in some in- 
stances a beneficiary who is taxable on a particular item of gross 
income credited to corpus because it is distributed or required to be 
distributed to him might not receive the benefit of a corresponding 
corpus deduction. For example, if a beneficiary receives a distribu- 
tion of income in respect of a decedent, but deductions in respect of a 
decedent are less than the undistributed income reduced by other 
corpus deductions, the beneficiary will not receive the benefit of any 
deductions in respect of a decedent. 

The proposed section 643 (a) (3) (B) should apply to existing trusts, 
as well as to future trusts, for taxable years ending after its enactment. 

In applying section 643 (a) (3) the separate share rules of section 
663 (c) must be kept in mind. 


Section 643 (a)—deletion at end 


The deletion of the two sentences at the end of section 643 (a) is a 
conforming amendment in connection with the proposed change in 
treatment of charitable contributions by estates and trusts. This 
proposed deletion at the end should apply to existing trusts, as well 
as to future trusts, for taxable years ending after its enactment. 
Section 643 (b) 

The proposed amendment adds capital gains to the items which 
are not to be considered income when under the terms of the governing 
instrument and applicable local law they are allocable to corpus. 

The proposed amendment to section 643 (b) should apply to existing 


trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Section 643 (d) 


This amendment is proposed to add a definition of a “charitable 
beneficiary”’ to the code, desirable in connection with the proposed 
change in treatment of distributions to such beneficiaries. See the 
discussion under the proposed amendment to section 642 (c). 

The proposed addition of section 643 (d) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Subpart B—Trusts Which Distribute Current Income Only 


SEC. 651. DEDUCTION FOR TRUSTS DISTRIBUTING CURRENT INCOME ONLY. 
(a) Depuction.—In the case of any trust the terms ef whieh— 

(1) the terms of which provide that all of its income is required to be dis- 
tributed currently, and 

43 de net provide that any ameunts are te be paid, permanently set 
Hicks Gb teeth bee che pettieemes seater da seetion G42 44) treating te dedie 
Hts far edettet ites = : 

(2) which in the taxable year does not distribute or credit amounts other 
than amounts of income described in paragraph (1), and[does not distribute 
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or credit and is not required to distribute any amount to a charitable 
beneficiary, 
there shall be allowed as a deduction in computing the taxable income of the 
trust the amount of the income for the taxable year which is required to be dis- 
tributed currently. his seetion shal net dH tee teethle were Ht whieh 
ee NN eene SERENE ran een nn eee 


(b) LIMITATION ON DEDUCTION.—If the amount of income required to be 
distributed currently exceeds the distributable net income of the trust for the 
taxable year, the deduction under subsection (a) shall be limited to the amount 
of the distributable net income. For this purpose the computation of distribut- 
able net income and income required to be distributed currently shall not 
include items of income (and the deductions allocable thereto) which are 
not included in the gross income of the trust and the deduetions 
therete: The character of the items of distributable net income and of 
income required to be distributed currently shall be determined in 
accordance with the rules stated in section 652 (b). 


COMMENT 


Section 651 (a) of the present code excludes any trust making 
charitable distributions from the definition of what is commonly 
called a simple trust. The language of section 651 (a) has been 
modified to reflect the changes in the treatment of charitable bene- 
ficiaries discussed under the proposed amendment to section 642 (c). 
In addition, the section has been revised so that a trust would not 
be removed from the “simple trust” category merely because capital 
gains are permanently set aside in the taxable year for a charitable 
beneficiary. 

The proposed amendment to section 651 (a) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Section 661 (c) limits the deduction allowable to the fiduciary to 
the extent any distribution consists of an item of distributable net 
income which is not included in the gross income of the estate or 
trust. Section 651 (b), on the other hand, limits the deduction to 
the trustee to the lesser of the income required to be distributed 
currently or the distributable net income, and reduces distributable 
net income for this purpose by exempt items. 

In the perhaps rare case where distributable net income of a simple 
trust exceeds the income distribution, distortion may result. The 
problem is made more important by section 1.651 (a)—1 (b) of the 
regulations, which provides that what is otherwise a simple trust will 
not cease to be treated as such if it is necessary under the trust in- 
strument to retain a reasonable amount of current income because of 
a provision requiring the trustee to retain corpus intact. If distribu- 
table net income was $10,000, but was only $9,000 after excluding 
exempt income, the trust could receive a deduction of $9,000 for a 
$9,000 distribution, if section 651 were followed literally, although 
properly the deduction should be reduced to the extent that the $9,000 
actually distributed would be deemed to consist of exempt income, 
as is provided in section 661 (c). Under section 661 (c), the deduc- 
tion presumably would be $8,100. The regulations avoid the distor- 
tion caused by the literal terms of section 651 (b). 

The proposed amendment of section 651 adopts the regulations 
approach. See section 1.651 (b)-1. Although phrased] differently 
from the provisions of section 661, this approach has the same result. 

98236—57—_—-4 
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Both"distributable net income and income required to be distributed 
currently must be broken down by character of the items therein, in 
order to separate out the exempt income and items of deduction al- 
locable thereto. Possibly this reliance on the character rules could 
give trouble where the character of distributions varies as between 
State and Federallaw. In order for the regulations approach to work, 
it must be assumed that the two sets of character rules are the same. 
In general, this appears a fair assumption. For example, if it is 
required that an amount be set aside to amortize a bond premium, 
normally it will be required to be set aside out of the income from the 
particular bond. Thus, an income item will be reduced by expenses 
allocable to it. In other respects, however, reduction of income items 
under local law by “the deductions allocable thereto” may be a 
meaningless phrase without application of the Federal statute. The 
regulations dispose of the problem by providing that for the purpose of 
determining character of items under local law, reference shall be 
made to the provisions of section 1.652 (b)-2. This approach is 
proposed here to eliminate any difficulty with local law. 

The proposed amendment to section 651 (b) should apply to existing 
trusts as well as to future trusts, for taxable years ending after its 
enactment. 


SEC. 652. INCLUSION OF AMOUNTS IN GROSS INCOME OF BENEFICIARIES OF TRUSTS 
DISTRIBUTING CURRENT INCOME ONLY 


(a) INctusion.—Subject to subsection (b), the amount of income for the 
taxable year required to be distributed currently by a trust described in section 
651 shall be included in the gross income of the beneficiaries to whom the income 
is required to be distributed, whether distributed or not. If such amount exceeds 
the distributable net income, there shall be included in the gross income of each 
beneficiary an amount which bears the same ratio to distributable net income ag 
the amount of income required to be distributed to such beneficiary bears to the 
amount of income required to be distributed to all beneficiaries. 

(b) CHaractEerR or Amounts.—The amounts specified in subsection (a) shall 
have the same character in the hands of the beneficiary as in the hands of the 
trust. For this purpose, the amounts shall be treated as consisting of the same 
proportion of each class of items entering into the computation of distributable 
net income of the trust as the total of each class bears to the total distributable 
net income of the trust, unless the terms of the trust or applicable local law specifi- 
cally allocate different classes of income to different beneficiaries. In the applica- 
tion of the preceding sentence, the items of deduction entering into the computa- 
tion of distributable net income shall be allocated among the items of distributable 
oe income in accordance with regulations prescribed by the Secretary or his 

elegate. 

(ec) Dirrerent TaxaBLeE YeEsrs.—lIf the taxable year of a beneficiary is 
different from that of the trust, the amount which the beneficiary is required to 
include in gross income in accordance with the provisions of this section shall be— 

(1) based upon the amount of income of the trust for any taxable year or 
years of the trust ending within or with his the taxable year of the beneficiary, 


(2) if the taxable year of the beneficiary terminates by reason of the death or 
other termination of existence of the beneficiary during a taxable year of the trust, 
based upon the amount of income of the trust for the period from the end of its 
last preceding taxable year to the date of such termination of existence. In 
computing distributable net income for the purposes of the application of sub- 
section (a) to such beneficiary, there shall be taken into account only the items 
of income and those deductions which under the terms of the governing insiru- 
ment and applicable local law are properly chargeable in determining such bene- 
ficiary’s share of the income for such period, 


COMMENT 
Section 652 (b) 


The insertion in section 652 (b) of the words “or applicable local 
law” is not intended to change existing law but is simply a recog- 
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nition that local law may specify an allocation of different classes of 
income to different beneficiaries and if it does, the effect will be the 
same as if the terms of the trust made such specification. 

The proposed insertion in section 652 (b) should apply to existing 


trusts as well as future trusts for taxable years ending after its enact- 
ment. 


Section 652 (c) 


The purpose of the amendment to section 652 (c) is to make clear 
the amount of income of an estate or trust which is includible in the 
final return of a beneficiary. The amendment is intended to provide 
that there shall be included in the final return of such beneficiary his 
share of gross income received by the estate or trust up to the time 
of termination of the beneficiary’s taxable year, reduced by deductible 
items properly charged against such share of income, whether paid 
before or after the date of the death or other termination of existence 
of the beneficiary. 


Examples 


(1) The taxable year of a trust ends on January 31, while that of the 
beneficiary is the calendar year. The beneficiary includes in his 
taxable income for 1957 so much of the taxable income of the trust as 
was currently distributable to him during the taxable year ending 
January 31, 1957, and was not in excess of the trust’s distributable net 
income for such year. 

(2) If a trust receives permission to change its accounting period 
from one ending on January 31 to one ending on September 30, the 
beneficiary would include in his income for the calendar year 1957, 
the income of the trust currently distributable to him during the 
taxable year of the trust ending January 31, 1957, and the income 
of the trust currently distributable to him during the short taxable 
year of the trust ending September 30, 1957. The amount includible 
in the beneficiary’s income with respect to each such taxable year 
of the trust cannot exceed the greater of the income currently dis- 
tributable to him in each such year or the distributable net income for 
each such year. 

(3) A distributable trust and its beneficiary both file returns on 
the basis of the calendar year. The beneficiary died on August 1. 


Items re- Items re- Deductions 
ceived and Items ac- ceived and | paid, Aug. 
paid, Jan. crued on paid, Aug. 1-Dec. 31 


1-July 31 July 31 1-Dee. 31 | but allocable 
to (1) 
(1) (2) (3) (4) 
TO I, ck dAcnsicttinisintnctainabiieds $4, 000 $200 GEE Biliintiitiednes 
TRENDE MOTE ci ncn ctitindmatiandcaieaedsss 0 150 OU 8sb6ck hankntince 
ROU Ltcnintevahinatedighdniplenddame ictus kings: 10. 000 1,800 TEE Leacenpaerte tet 
SD <uspronantneenaidnlinaigattdadiieivecunlcmen 8,000 0 QUES Basie dace capes 
COI niciirpnchislcindsnannncadiiedieaaininietonabte 1, 000 0 GRUP hues 
I shiek cick lacie lttiintbatit iil ihe Rail 23, 000 2, 150 SE Blcttatimeicecce 
Income commissions ...................-......- 0 503 836 $503 
. Ea 0 0 3, 000 0 
Attorneys’ fees charged to principal. -__........- 0 0 5, 000 0 
a ITE ERT TE SM 1, 800 0 1, 800 300 
Other real-estate expense.................-.--.. 1, 200 50 600 50 
State income tax on prior year’s capital gains, 
chargeable to principal .................-.-... 300 300 300 
Fe sn rccknaisslinneecinnamussignmisisinntia 3, 300 853 11, 536 853 
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During his lifetime the beneficiary was entitled .» receive the in- 
come of the trust as computed for trust accounting purposes; i. ¢., the 
sum of receipts allocable to income account less the sum of e enses 
charged to income account and a reserve for expenses properly charge- 
able to income account. Based on the foregoing figures such amount 
would be $18,147. Such amount is computed by subtracting from 
$22,000 (the sum of the income items in col. 1 reduced by capital 
gains of $1,000) the 2 deductions aggregating $3,000 shown in column 
(1) and $853, the sum of those shown in column (4). 

The distributable net income which limits the taxability of the 
amount of income distributable to the beneficiary during his lifetime 
is to be computed as if the period January 1 to July 31 were a taxable 

ear, except that items of deductions paid after the beneficiary’s death, 
ber’ which represent items the trustee could reserve for in determining 
trust income, are to be taken into account. This is true even though 
the trust files its return on the cash basis. 

The distributable net income properly allocable to the period Janu- 
ary 1 to July 31 thus is the same as the income which was currently 
distributable to the beneficiary for trust accounting purposes. 

The excess of income accrued on July 31, but not collected, over 
accrued deductions chargeable to income account represents income 
in respect of a decedent which will be taxable under section 691. 

It should be noted that the separate share rule is applicable in 
determining the amount taxable to the deceased beneficiary. Thus, 
an income beneficiary will not receive the benefit of any items paid 
from corpus in the year of the death or other termination of existence 
of the beneficiary. For example, if the beneficiary dies on August 
1 and a principal commission is paid on November 15 (or for that 
matter on July 15), the beneficiary’s share of income would not be 
reduced thereby. The benefit of the deduction would inure to the 
remaindermen, who have borne the charge. In some cases the deduc- 
tion may be wasted because the remaindermen do not have sufficient 
income to absorb the deduction. 

If the trust continues, the corpus deduction not absorbed by income 
credited to corpus would inure to the successor income beneficiary 
whose income is thereafter reduced by reason of the diminution of 
corpus resulting from the payment of the corpus charge. 

The proposed amendment of section 652 (c) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Subpart C—Estates and Trusts Which May Accumulate Income or Which 
Distribute Corpus 


SEC. 661. DEDUCTION FOR ESTATES AND TRUSTS ACCUMULATING INCOME OR DIS- 
TRIBUTING CORPUS. 

(a) Depuction.—In any taxable year there shall be allowed as a deduction 
in computing the taxable income of an estate or trust (other than a trust to which 
subpart (B) applies), the sum of— 

4G see ee ett of Hresite for sel treble sete peated te be distribited 
Hielidine aaa stietint reetived to he distributed ahieh pray be 
ett of dr eete ee pate be sire ettent Stel: stietaet ta pated ettt of Hreaite 
top ated: deter ble eee ated 
43 sey other aeeitets proper prid of eredited er peated te be dis 
teibtted for steh tesebte sett 
(1) any amount required to be oo or credited currently to a beneficiary out 
of income for the arable year; and 
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(2) any amount paid or credited in the exercise of a discretion by the fiduciary 
to pay or credit such amount to a beneficiary to whom no amount may be paid or 
credited during the taxable year except from income for the taxable year; and 

(3) any amount paid or credited in the exercise of a discretion by the fiduciary 
to pay or credit such amount to a beneficiary to whom amounts may be paid or 
credited during the taxable year out of the income for the taxable year or out of 
corpus (including accumulated income of prior taxable years) ; and 

(4) all other amounts properly paid, credited, or required to be distributed to 
a beneficiary during the taxable year; 

but such deduction shall not exceed the distributable net income of the estate or 
trust. The distributable net income of the estate or trust shall be allocated among the 
beneficiaries in the manner described in section 662 (a). 

(b) CHaRacTER OF AmMouNTS DistRIBUTED.—The amount determined under 
subsection (a) shall be treated as consisting of the same proportion of each class 
of items entering into the computation of distributable net income of the estate 
or trust as the total of each class bears to the total distributable net income of 
the estate or trust in the absence of the allocation of different classes of income 
under the specific terms of the governing instrument or applicable local law. In the 
application of the preceding sentence, the items of deduction entering in the com- 
putation of distributable net income (nehiding the deduetion allowed under see- 
tien 642 te} shall be allocated among the items of distributable net income in 
accordance with regulations prescribed by the Secretary or his delegate. 

(c) Limrration ON Dupvuction.—No deduction shall be allowed under sub- 
section (a) in respect of any portion of the amount allowed as a deduction under 
that subsection twithout regard to this subsection) which is treated under sub- 
section (b) as consisting of any item of distributable net income which is not 
included in the gross income of the estate or trust. 


SEC. 662. INCLUSION OF AMOUNTS IN GROSS INCOME OF BENEFICIARIES OF ESTATES 
AND TRUSTS ACCUMULATING INCOME OR DISTRIBUTING CORPUS 
(a) INcLustron.—Subject to Subsection (b), there shall be included in the gross 
income of a beneficiary to whom an amount specified in Section 661 (a) is paid, 
credited, or required to be distributed (by an estate or trust described in Section 
661), the sum of the following amounts: 


of dis seetien: the pipise tthe eteteet af Hresite fap the tieble eee pe 
tite Ha be diebeiberseed 24 a peattipert te be peti 


este eth et sr bieeent eed 
ett of deste eF corp: te the extent steh tretat is paid ott of irestic 
Hop wstehy tereerbsle Sete 
(1) AMOUNTS NOT PAYABLE SOLELY OUT oF corPUS.—Any amount, other than 
an amount paid, credited, or required to be distributed to a charitable ben- 
eficiary, which is— 

(A) required to be paid or credited currently to the beneficiary out of in- 
come for the taxable year; 

(B) paid or credited in the exercise of a discretion by the fiduciary to pay 
or credit such amount to the beneficiary to whom no amount may be paid or 
credited during the taxable year except from income for the taxable year; 

(C) paid or credited in the exercise of a discretion by the fiduciary to pay 
or credtt such amount to the beneficiary to whom amounts may be paid or 
credited during the taxable year out of the income for the taxable year or out 
of corpus (including accumulated income of prior taxable years). 

The amounts paid, credited, or required to be distributed to beneficiaries referred 
toin subparagraphs (A), (B), and (C) hereof shall be deemed paid in that order of 
priority out of the distributable net income of the estate or trust, and if the amounts 
paid to the beneficiaries in any one of such classes, taken in such order of priority, 
exceed the distributable net income of the estate or trust available to such class 
(after being reduced by the amount allocated to any prior class or classes), there 
shall be included in the gross income of the beneficiary an amount which bears the 
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same ratio to the distributable net income available to that class as the amount 
of income paid, credited, or required to be distributed to such beneficiary within 
such class bears to the amount so paid, credited, or required to be distributed to all 
beneficiaries of such class. 

(2) OrHER AMOUNTS DISTRIBUTED.—All other amounts properly paid, 
credited, or required to be distributed to such beneficiary during the taxable 
year. If the sum of— 

(A) the amount ef ineeme for the taxable year properly paid or credit- 
ed during the taxable year or required to be distributed currently for the 
taxable year to all beneficiaries, under paragraph (1); and 

(B) all other amounts properly paid, credited, or required to be dis- 
tributed to all beneficiaries 

exceeds the distributable net income of the estate or trust, then, in lieu of the 
amount provided in the preceding sentence, there shall be included in the 
gross income of the beneficiary an amount which bears the same ratio to 
distributable net income (reduced by the amounts specified in (A)) as the 
other amounts properly paid, credited, or required to be distributed to the 
beneficiary bear to the other amounts properly paid, credited, or required to 
be distributed to all beneficiaries. 

(b) CuaractTER or AMouNtTs.—The amounts determined under subsection (a) 
shall have the same character in the hands of the beneficiary as in the hands of 
the estate or trust. For this purpose, the amounts shall be treated as consisting 
of the same proportion of each class of items entering into the computation of 
distributable net income as the total of each class bears to the total distributable 
net income of the estate or trust unless the terms of the governing instrument 
or applicable local law specifically allocate different classes of income to different 
beneficiaries. In the application of the preceding sentence, the items of deduction 
entering into the computation of distributable net income 4 : + 
elewed under seetion 642 fe} shall be allocated among the items of distributable 
net income in accordance with regulations prescribed by the Secretary or his dele- 
gate. $a the epplertion of He sHhsector te te aetetHt detested trider pret 
eetpel: +d af stiestettet: cre distethettedle tet Hreette shadd be esuiptited adthett 
reseed te ris perticn ef the dedtetion tHder seetion 642 te+ athieh ts wet etteih- 
tHete fe tree 4 the GH ee BS 

(c) DirreRENT TaxaBLE YEARS.—If the taxable year of a beneficiary is differ- 
ent from that of the estate or trust, the amount to be included in the gross income 
of the beneficiary shall be: 

(1) based on the distributable net income of the estate or trust and the 
amounts properly paid, credited, or required to be distributed to the bene- 
ficiary during any taxable year or years of the estate or trust ending within 
or with the his taxable year of the beneficiary, and 

(2) if the taxable year of the beneficiary terminates by reason of the death or 
other termination of existence of the beneficiary during a taxable year of the 
estate or trust, based on the amount of income of the estate or trust for the period 
from the end of its last preceding taxable year to the date of such termination or 
existence. In computing distributable net income for the purposes of the applica- 
tion of subsection (a) to such beneficiary, there shall be taken into account only 
the items of income and those deductions which under the terms of the governin 
instrument and applicable local law are properly chargeable in determining oueh 
beneficiary’s share of the income for such period, 


COMMENT 


Sections 661 (a) (1) and 662 (a) (1) 

The proposed amendments to sections 661 (a) and 662 (a) are de- 
signed to relieve beneficiaries of trusts and estates from inequities 
arising out of the present method of allocating the distributable net 
income of an estate or trust among beneficiaries who have received 
distributions of income or corpus therefrom during the taxable year. 

Under present law beneficiaries receiving income, other than those 
receiving income required to be distributed currently, are placed in the 
same class with beneficiaries receiving corpus for purposes of allocating 
estate or trust income. As a consequence, if the distributable net 
income of an estate or trust exceeds the amount of income required to 
be distributed currently, the beneficiaries of corpus and the bene- 





ESTATES, TRUSTS, BENEFICIARIES, AND DECEDENTS 27 


ficiaries to whom the fiduciary in the exercise of a discretionary power 
has made payments of current income are required to include in gross 
income proportionate parts of the balance of the distributable net 
income of the estate or trust remaining after distributions of income 
required to be distributed currently. This occurs even if all of the 
distributable net income of the estate for the taxable year in fact has 
been distributed to beneficiaries of income. Beneficiaries entitled to, 
and who receive, distributions which can be made solely out of 
corpus may be required to include in their gross income a part of 
the distributable net income of the estate for the taxable year. 

The proposed draft amends section 662 (a) (1) to require all amounts 
not payable solely out of corpus to be included in the beneficiaries’ 
income to the extent of the lesser of the amount distributed to the 
beneficiaries or the amount of the distributable net income of the 
estate or trust for the taxable year. All “other amounts,” that is, 
distributions of corpus or accumulated income, are required to be 
included in income to the extent of the balance of distributable net 
income of the trust or estate under paragraph (2) of the section. 

An order of priority as between classes of income distributions is 
created in paragraph (1) so that the distributable net income is first 
applied to amounts of income required to be paid currently, then to 
amounts of income paid or credited in the discretion of the fiduciary, 
where no amount may be distributed except from income, and next 
to amounts of income paid or credited by the fiduciary in the exercise 
of a discretion to pay such amounts out of either income or corpus. 
If there is any balance of distributable net income remaining after 
all of the income distributions have been satisfied, it is applied to 
corpus distributions falling under paragraph (2) of the section. 

Such amendments for the most part would eliminate the inequity 
of making corpus beneficiaries bear a portion of the tax on estate or 
trust income when all of the distributable net income of the estate has 
been distributed. It would, however, distinguish between bene- 
ficiaries who are in receipt of income under different circumstances, 
that is, required income distributions, discretionary income distribu- 
tions, or discretionary distributions of income or corpus. The effect 
of the priorities so established is to set up a “four tier” system for the 
allocation of estate or trust income. If the amounts distributed to 
any such class of beneficiaries exceed the distributable net income 
available to such class, each beneficiary must include such portion of 
the available distributable net income as the amount received by him 
bears to the amounts received by all beneficiaries in the same class. 

The following examples indicate the results of the above amend- 
ments (assuming in each case that no accumulation distribution sub- 
ject to the throwback rule is made): 


EXampLe I 
Distributable net inecntes si a05 . oh de ns eased dsc ckliccecadas eid $30, 000 
Distributions: 
To A, required to be paid out of income__._..-..........------- 20, 000 
To B, discretionary income payment_-___...........------------ 12, 000 
To C, discretionary income or corpus payment-_-_........-....-.. 30, 000 
To D, discretionary payment out of corpus--_-.....-...-.------ 30, 000 
Results: 
A weeubved aa io tdfaed qe een Ss LO ea 20, 000 
B received $12,000 and is taxed on__.......-...-...-----.------ 10, 000 


C received $30,000 but is taxed on__...........-..-------_-_.-. 
D received $30,000 but is taxed on 
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ExaMp.e II 


Distributable net income 






Distributions: 


To A, required income payment_................--.------..--. 15, 000 
To B, discretionary income payment_......-.......-.-.-.-----. 20, 000 
To C, discretionary income or corpus....-.-.--.---------------- 25, 000 
To D, discretionary payment which can be made only out of 

GPS er CDE SUCCES Sede Sap gt pede sues oeebbapleakaeeue ue 30, 000 


Results: 


C received $25,000 and is taxed on 
D received $30,000 and is taxed on 









EXAMPLE III 


Distributable net income 








Distributions: 
To A: 
(1) required income payment... ...........--.-.......----- 15, 000 
(2) discretionary income or corpus payment_-__..-.....----- 15, 000 









etes cigtetoetions to Alo: bl 2lhe Se. 2 Jie iawn 30, 000 
To B: (3) discretionary income payment which can be made only 


IT I Bi a Ni hE a a ae ea as 15, 000 






Results (in order of priority): 
A is taxed on (1) entire required income payment__.._........--- 15, 000 
B is taxed on (3) entire discretionary income payment_-_-_--....--. 15, 000 
A is taxed on part of (2) discretionary income or corpus payment... 10, 000 























Total distributable net income 


It should be noted that a charitable beneficiary is always in the 
fourth tier. If a charitable beneficiary is treated the same as any 
other distributee under the tier system, significant tax-avoidance 
arrangements would be possible. Such arrangements are not pos- 
sible to any appreciable extent, however, when the charity is always 
a fourth-tier beneficiary. The following illustrations bring out the 
differences in result when the charity is treated like any other bene- 
ficiary and when it is restricted to the fourth tier. 

1. A establishes a trust and under the terms of the trust the trustee 
is required to pay the net income to the X charity and in each year 
is required to pay to A’s wife W, from the corpus of the trust, that 
amount which is equal to the net income for the year. If the tier 
system applied without any qualifications to a charitable beneficiary, 

would pay no income tax on the amount she received annually as 
would be true under present law. By making a charity a tier 4 bene- 
ficiary, both W and the charity are in the same tier and W will be 
taxable on one-half of the distributable net income of the trust. 

2. A establishes a trust and under the terms of the trust the trustee 
in his discretion may make payments to the X charity but only out 
of income and may make payments in his discretion out of income or 
corpus to A’s wife W. ‘The distributable net income of the trust in 
the first year is $10,000. The trustee pays $8,000 to the X charity 
and $8,000 to W. If the tier system applied without any qualification 
to a charitable beneficiary, W would pay a tax on only $2,000 because 
she is in the third tier whereas the charity would be in the second tier. 
By making the charity a tier 4 beneficiary, W will be taxable on the 
entire $8,000 she receives. 
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If a beneficiary is given an annuity of $1,000 a year which is to be 
paid out of income to the extent available and the balance is to be 
paid out of corpus, such beneficiary will be in tier 1 with respect to 
the income available to pay the annuity and in tier 4 with respect to 
the corpus which is required to be used to pay the annuity. On the 
other hand, if the henaibetnry is to be paid $1,000 a year and the trustee 
is given discretion to pay such sum out of either income or corpus, 
then the beneficiary is in tier 3 no matter whether the stated sum is 
paid out of income or out of corpus. 

The proposed amendments to sections 661 (a) (1) and 662 (a) (1) 
should apply to existing trusts, as well as to future trusts, for taxable 
years ending after their enactment. 


Section 661 (b) 


This is largely a conforming amendment necessitated by the pro- 
posed revision of treatment of distributions to charitable beneficiaries, 
discussed in the comment accompanying the proposed amendment to 
section 642 (c). In regard to the insertion “or applicable local law” 
see the comment on section 652 (b). 

The proposed amendment of section 661 (b) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Section 662 (6) 


This is a conforming amendment proposed in connection with the 
proposed revision of treatment of distributions to charitable bene- 
ficiaries, discussed in the comment accompanying the proposed amend- 
ment to section 642 (c). In regard to the insertion “or applicable 
local law’’ see the comment on section 652 (b). 

The proposed amendment of section 662 (b) should apply to exist- 
ing trusts, as well as to future trusts, for taxable years ending after 
its enactment. 


Section 662 (c) 
See comment under section 652 (c). 


SEC, 663. SPECIAL RULES APPLICABLE TO SECTIONS 651, 652, 661, and 662. 


(a) Exctiusions.—There shall not be included as amounts falling within section 
661 (a) or 662 (a)— 


cosine Menenen D wonalt tod eo de me 


qpocitie cum of senep en of specific property anil whieh ib wall oF aonaeiea 
edi at sree ep it net aaere than 3 instelliente: dep this pepese am atetAt 
whieh ean be pried oF eredited ente frent the Hiesime of the estate er trust 
shalt net be considered as @ gift er bequest ef a speeifie sum ef money 

+24 Cheretabte, ete; Dtreterbutrene-—Any amrount or permanently set 
aside ex'cthutwwies qualitving for she dumuntion gruvidsd ie eeethen 448 40) 

adehedt peeeed te seetion bedi 

(1) Grirrs, BEQUESTS, ETC., OF SPECIFIC SUMS OF MONEY OR OF SPECIFIC 
PROPERTY.—Any amount which under the terms of the governing instrument or 
applicable local law is an amount which is properly paid or credited as a pit 
bequest, or devise of a s Tc sum of money or of specific property and which 
is not to be paid or credited in more than $ taxable years of the estate or trust 
whether or not consecutive. An amount which can be paid or credited only from 
the income of an estate or trust shall not be considered as a gift or bequest of a 
specific sum of money or of specific property. For the ee of determining 
he number of taxable years in which an amount is paid or credited to a single 
beneficiary, a decedent’s estate and a trust created under the decedent’s will each 
shall be considered as a separate entity, and any gift, bequest, or devise 
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payable at any one time under the terms of the governing instrument or law shall 
be treated as paid in a single taxable year. 

(2) OrweR Girrs, BEQUESTS, ETC.—Any amount, other than capital 
gains considered paid, credited, or required to be distributed under 
section 643 (a) (3) (B), which under the terms of the governing instrument or 
applicable local law is an amount which is not to be paid or credited at intervals 
and which is properly paid or credited in full or partial satisfaction of a bequest, 
share, award or allowance from the corpus of a decedent’s estate during a period 
beginning with the day following the death of the decedent and ending 36 months 
thereafter. A payment shall be deemed to have been made from corpus of a 
decedent’s estate to the extent it is properly charged against corpus and designated 
as a distribution of corpus on the books and records of the estate by the fiduciary. 
For any taxable year or portion of a taxable year following the period described in 
this subparagraph, the distributable net income of an estate for such taxable year 
or such portion of a taxable year shall be reduced by that amount of income of the 
estate for such taxable year or portion of the taxable year which the decedent's 
legal representative in good faith determines is required for the purpose of meeting 
existing or potential estate obligations which are payable out of estate income. 

(3) DENIAL OF DOUBLE DEDUCcTION.—[No change.] 

no) annie i arch IN First Srxty-Five Days or TaxaBLeE YEAR.—[No 
change. 


(c) SEPARATE SHARES TREATED AS SEPARATE FEsrares or Trusts.—For the 
sele purpose of determining the amount of distributable net income in the applica- 
tion of sections 651, 652, 661 and 662, and determining whether an estate or trust 
has terminated for the purposes of section 642 (h), in the case of an estate or a single 
trust having more than one beneficiary, substantially separate and independent 
shares of different beneficiaries in the estate or trust shall be treated as separate 
estates or trusts. The existence of such substantially separate and independent 
shares and the manner of treatment as separate estates or trusts, including the 
application of subpart D to such separate share trusts, shall be determined in ac- 
cordance with regulations prescribed by the Secretary or his delegate. 

(d) Amounts PERMANENTLY SET AsipE FOR CHARITABLE BENEFICIARIES OR 
Purposes.—Any amount of gross income for the taxable year which is perma- 
nently set aside in the taxable year for a charitable beneficiary, or which is paid, 
used or permanently set aside in the taxable year exclusively for one or 
more of the purposes described in section 170 (c) (2) (B), or for the establish- 
ment, acquisition, maintenance, or operation of a public cemetery not 
operated for profit, shall be deemed an amount credited to a charitable bene- 
ficiary in the taxable year.* However, the total of such amounts deemed to be 
credited to charitable beneficiaries during any taxable year, other than amounts 
permanently set aside out of income allocated to corpus which income is not 
included in the definition of income, in section 643 (b), shall not be greater than 
the amount by which the distributable net income of the estate or trust exceeds 
the deductions allowable to the estate or trust under section 661 for amounts 


paid, credited or required to be distributed to other beneficiaries for the taxable 
year. 


COMMENT 
Section 668 (a) (1) and (2) 

The proposed amendments to section 663 (a) (1) and (2) are de- 
signed to correct the rules of existing law which in some instances 
attribute income of an estate to persons receiving corpus distributions. 

Section 663 (a) (1) of the 1954 Code excluded from the terms of 
sections 661 (a) and 662 (a) certain gifts or bequests of specific sums 
of money or specific property paid or credited all at once or in not 
more than 3 installments other than amounts which could be paid 
or credited only from income of the estate or trust. Consequently, 
payment of such specific gifts or bequests of corpus does not entitle 
the fiduciary to a deduction under section 661 (a) nor does it result in 
income being attributed to the recipient under section 662 (a) and 


*These changes are made in order to continue the operation of the 1954 Code with ey oe to amounts 
currently used for charitable purposes but not distributed to an identifiable charitable beneficiary, and 
also with respect to amounts used for the support, etc., of a public cemetery not operated for profit. 
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under section 102 (a) such amounts are excluded from gross income 
of the recipient. 

This exclusion has proved to be too narrow in scope. For example, 
it does not exclude from the rules of sections 661 (a) and 662 (a) 
distributions of corpus to residuary legatees, payments solely out of 
corpus to will contestants, payments out of corpus of an estate 
to widows pursuant to provisions of local law allowing an executor 
to make temporary provision for a widow’s support and payment of 
an intestate chavs! As a result persons who receive distributions from 
corpus of an estate sometimes are treated as receiving income even 
though they may have no right to share in income. In other in- 
stances a distribution to a beneficiary from the residue of an estate in 
the ordinary course of administration and not prompted by any tax 
motive, results in the beneficiary being taxed with a disproportionate 
share of income. While extension of the separate share rule of section 
663 (c) to estates (see below) may ameliorate the hardship in some 
cases, complete relief in this area can be afforded only by excludin 
true corpus distributions from the operation of sections 661 (a) an 
662 (a) so that such distributions will be excluded from income to the 
extent provided under section 102. 

Under the proposed amendments (section 663 (a) (2)), amounts 
properly paid from and charged to corpus as a bequest or as a statu- 
tory award or allowance to a spouse would be excluded from gross 
income for a period of 3 years which is long enough to take care of 
the administration of most estates. If a spouse is entitled under 
State law to income of an estate, however, as is sometimes the case 
where the spouse elects to take against a will, an amount paid the 
surviving spouse which the fiduciary properly charges to income 
would be subject to the provisions of sections 661 (a) and 662 (a) and 
includible in the gross income of the spouse. The same would be 
true where amounts paid to will contestants are properly payable out 
of and are charged to income. (See Delmar, 25 T. C. 1015 (1956).) 

It is recognized that the proposed amendments give effect to a 
fiduciary’s identification of the source of a distribution, as did the 1939 
Code, and may therefore offer limited opportun ties for minimizing 
taxes for the 3-year period where a distribution is identified as made 
from principal although there is current income in the residuary 
estate from which a payment in the same amount could properly have 
been made to the same beneficiary. The possibility of avoidance in 
this area does not appear to be sufficient to justify continuance of the 
present arbitrary rules of attribution of estate income to beneficiaries 
with its resulting inequities, 

The following example illustrates the operation of the present law 
and the proposed section 663 (a) (2): 

Assume that a testator makes minor specific bequests to friends 
and divides the residue between his wife and a trust to be established 
for his minor son. He provides that all estate taxes are to be appor- 
tioned to the share of the residue in trust for the son. During the 
first year of administration the estate income was $20,000, none of 
which was distributed. The following distributions were made: 


Bpedifie boqudtt, 00 Ais .icnas cclgucsqusddaitsn wet peghtnbsnaetmdaeenee $1, 000 
SORES DORUINS UE Fico neyenaetor aterdeleenadasbebeninnschennieneee 1, 000 
Family car transferred to widow; charged to her share of residuary 


ontnte.. iscsi ct a bs i be Ue ee a eS 2 ee 800 
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During the second year of administration the net income of the 
estate (all ordinary income) was $20,000, all of which was distributed, 
one-half to the trust for the son and one-half to the widow. In that 
year estate taxes of $50,000 were paid, and a distribution of $15,000 
was made to the son’s trust from corpus and from the income accu- 
mulated in the preceding year. In addition, a payment of $64,000 
out of corpus and income accumulated in the preceding year was 
made to the widow to equalize the aggregate of distributions made to 
her and to the son’s trust during the estate administration. In 
making this equalizing distribution to the widow the estate taxes 
were treated as having been paid on behalf of the portion of the 
residuary estate to which the son’s trust became entitled. The 
corpus distributions to the widow in the prior year, including the 
automobile which was turned over to her, were also taken into ac- 
count for this purpose. 

Since section 663 (a) in its present form does not exclude from the 
operation of sections 661 (a) and 662 (a) distributions from the 
residuary estate, the attribution rules of section 662 (a) must be applied 
in determining income to be reported by the widow and by the son’s 
trust for both years. Although the executor made no distribution of 
income in the first year of administration, under present law $1,000 of 
income will be attributed to the widow for that year on account of the 
distributions of the family car and of the cash advances out of corpus 
to her totaling $1,000. While these amounts were not required income 
distributions under sections 661 (a) (1) and 662 (a) (1), they constitute 
“other amounts” under sections 661 (a) (2) and 662 (a) (2) and, since 
the distributable net income for the taxable year exceeds $1,000, the 
widow is taxed on the full amount of the corpus distributions to her in 
that year. 

In the second year the income of the widow under present law will 
also be subject to distortion. The distribution of $64,000 of corpus and 
accumulated income of the prior year to the widow in addition to 
one-half of the current year’s income ($10,000) would result in the 
widow being taxed with 

$74,000 (total distributions to widow) 


$99,000 (total distributions made to all beneficiaries) ©? 
or approximately $14,950, while the son’s trust would be taxed with 


only $5,050 (whieh is =a pag 820,000 ), although each received 


$10,000, one-half of the distributable net income of the estate for the 
taxable year. The effect of the attribution rules of present law, there- 
fore, is not only to defeat the attempt of the executor to divide estate 
income evenly between the beneficiaries, but to attribute arbitra 
amounts of income to the beneficiaries. ‘The son’s trust is taxed wit 
much less income than was actually received and the widow is really 
taxed on corpus she received. 

Under the proposed amendments, the estate would pay tax on the 
income of $20,000 during the first year of administration, and the 
widow would not be taxed on any income for such year since all 
amounts distributed to her were charged to her share of the residue. 
In the second year, the widow and the son’s trust would be taxed on 
$10,000 each and the estate would pay no income tax. 

There has been inserted in section 663 (a) (1) the following: 
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For the purpose of determining the number of taxable years in which an amount is 
paid or credited to a single beneficiary, a decedent’s estate and a trust created under the 
decedent’s will each shall be considered as a separate entity, and any gift, bequest, 
or devise payable at any one time under the terms of the governing instrument or law 
shall be treated as paid in a single taxable year. 

The substance of the above is now found in the regulations under sub- 
chapter J (sec. 1.663 (a)-1 (c)). By including these rules in the 
statute and not including the other rules set forth in section 1.663 
(a)—-1 (c) of the regulations, it is not intended that any doubt should 
be cast upon the validity of the balance of section 1.663 (a)—1 (c) of 
the regulations. 

A situation protected under the installment rule as set forth in the 
proposed section 663 (a) (1) which is not protected under the present 
section 663 (a) (1) is as follows: A in his will directs his executor to 
pay his daughter $4,000 in installments of $1,000 each within 18 
months after his death. Since the legacy is required to be paid in 
more than 3 installments, it is not protected under the present section 
663 (a) (1). Under the proposed section 663 (a) (1), however, it is 
protected because it is not to be paid in more than 3 taxable years. 
The income-tax avoidance feature of installment payments is not in 
the number of installments but is in the number of taxable years in 
which payments may be made. Thus the change made by section 
663 (a) (1) is in accord with the basic objectives of the original sec- 
tion 663 (a) (1). 

It should be noted with respect to section 663 (a) (2) that after the 
3 years referred to therein have elapsed, the distributable net income 
of the estate for each year is to be reduced by the amount of income 
for such year that the personal representative in good faith determines 
is required for the purpose of meeting existing or potential estate 
obligations which are payable out of estate income. Such a modifica- 
tion is believed necessary in order to eliminate inequities in the income 
taxation of distributees of estates after the 3-year period expires. 

Paragraphs (1) and (2) of section 663 (a) should be applicable to 
taxable years ending after their enactment and also consideration 
should be given to granting relief retroactively to the effective date of 
the 1954 Code. 


Deletion of present section 668 (a) (2) 


Present section 663 (a) (2) provides that distributions to charitable 
beneficiaries shall not be included as amounts for which a trust or 
estate is allowed a deduction from distributable net income for dis- 
tributions to beneficiaries. A deduction is now allowed for such 
distributions from gross income under section 642 (c). Since it is 
now proposed to allow deductions for charitable distributions from 
distributable net income (see the comment accompanying the pro- 
posed amendment to sec. 642 (c)), section 663 (a) (2) would no longer 
be necessary, and the proposed amendment to section 663 (a) de- 
etes it. 

It should be pointed out that if this change is made, without further 
qualification, a deduction will in general be permitted for charitable 
contributions paid out of corpus, as well as for those paid out of gross 
income of the current or prior years for which a deduction is now 
allowable. (In the case of an estate, corpus distributions to charity 
in satisfaction of a specific, pecuniary or residuary bequest would not 
be deductible since such distributions are excluded from the operation 
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of sec. 661 (a) by sec. 663 (a).) This result tends to eliminate tracing 
problems. In conjunction with the proposed readjustment of the 
“‘tier’’? system in sections 661 and 662 (see the comment under the 
proposed amendments to those sections) under which all charitable 
distributions are placed in the bottom ‘‘tier’’, it is not believed that 
any disadvantageous consequences will follow. 

Under the proposed amendment, if a trust instrument directed that 
income be paid to A, or gave a trustee discretion to pay it to A, and 
directed or permitted payments of either income or principal to charity, 
the income received by A would remain taxable to him. If all the 
income of a trust is directed to be paid to a charity and periodic dis- 
tributions of principal are directed to be made to A, A’s distributions 
would be tax free under present law. Under the proposed amend- 
ment, the taxable income would be considered as divided proportion- 
ately between the charitable and noncharitable beneficiaries. To the 
extent that income of the current year is properly accumulated, a 
deduction is allowed for corpus distributions to charitable beneficiaries. 
Since such a deduction would reduce distributable net income for 
purposes of the application of the “throwback” provisions to distribu- 
tions to individual beneficiaries in subsequent years, it could have 
some effect on the taxability of income to such individual beneficiaries. 
However, even though distributions are made in alternate years to 
charitable and noncharitable beneficiaries, taxable income will always 
be proportionately divided among them. Even this result could be 
avoided, if desired, by providing that charitable distributions are not to 
reduce distributable net income for purposes of the throwback pro- 
visions. However, since the proposed amendments are considerably 
stricter in this area than present law, and since additional complica- 
tions of computation would result, this course is not recommended. 


Section 663 (c). Separate shares 


The proposed amendments to section 663 (c) are designed to extend 
the separate share rule to estates and also to extend the carryover 
provisions of section 642 (h) to the termination of a single beneficiary’s 
interest in the estate or trust. 

Applicability of the separate share rule of section 663 (c), as 
amended, to estates and trusts and their beneficiaries will be required 
even though separate and independent accounts are not maintained, 
nor required to be maintained, for each share, and even though no 

hysical segregation of assets is made or required. If a trust or estate 
as more nan one beneficiary and if such beneficiaries have separate 
and independent shares, such shares shall be treated as separate trusts 
or estates for the purpose of determining the amount of distributable 
net income Tiasble to the respective beneficiaries under sections 651, 
652, 661, and 662. 

It is not intended that section 663 (c) should operate so as to result 
in income being attributed to beneficiaries of estates to whom corpus 
payments are made which are excluded under section 663 (a) from 
amounts falling within sections 661 (a) and 662 (a). The operation of 
section 663 (c) in the case of an estate may be illustrated by the follow- 
ing example: 

he will of A makes specific cash bequests to B and C and directs 
that the residuary estate be divided into 3 parts, 2 parts to be held in 
trust for A’s children, D and E, and the third part to be distributed to 
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A’s widow. All inheritance taxes are to be apportioned to the shares 
of D and E under the decedent’s will. With respect to the trust for 
D and E the testamentary trustee is given discretion to distribute or 
accumulate income or to distribute principal or accumulated income 
or to do both. Under local law residuary legatees are entitled to 
their respective shares of income of an estate after paying specific 
bequests and all debts and expenses of administration. 
uring the first year of administration the executor pays the specific 

bequests. The executor makes no distribution of estate income during 
the first year because of uncertainties as to amounts which may be 
chargeable against such income but he distributes $1,000 to the widow 
which is designated a distribution of corpus and is so charged on the 
executor’s books. 

During the second year of administration the executor makes the 
following distributions and payments: 
1. Inheritance taxes apportioned to the shares of D and E in residue... $10, 000 
2. To the widow: 

(a) Her share of accumulated income of the estate for the prior 


yeare. 2oicsseu bs. SEI 0 OA aa 3, 000 

(b) Her share of estate income for the current year__......._-- 3, 000 
(c) Corpus distribution to equalize shares in remaining residue 

among. widow and D atid Bu .un 6. cn nese cdc ndmnn 5, 000 


During the third year of administration the executor makes the 
following distributions and payments: 


1. Balance of inheritance taxes..._.........-....------222-- ele $10, 000 
2. To the widow: 

(a) ‘IneORte OE CUIPNG SORE gs Skid he citaswde ioe 3, 000 

(0) Fins COPE GiOMEIOD 6... 8 kn a hema ck dine Wace de cee 70, 000 
3. To the trust for D and E: 

(a) 'Acouniiinted Meonie. 160. Uh ei sss 0s S0le ec Lee 12, 000 


(B), Copttanh Get haieiitls ion cei Santen eps iadd ns snz8 6, 000 
(c) Final corpus distribution 

The results are as follows: 

First year —The distribution of $1,000 corpus does not result in 
any income being taxed to the widow under section 663 (a) (2) as 
amended. The estate is entitled to a $600 exemption under section 
642 (b) and pays tax on all net income of the estate for the year. 
The separate share rule although applicable to estates does not permit 
division of the estate into separate shares for purposes of the filing of 
returns or the deduction of the personal exemption. 

Second year—The widow is subject to tax on $3,000 of current 
income distributed to her under section 662 (a). No income is at- 
tributed to her on account of the distribution of $5,000 of corpus 
under section 663 (a) (2). No income is attributed to her on account 
of the payment to her of $3,000 of accumulated income although 
such amount constitutes an amount referred to in section 662 (a) 
since, applying the separate share rule, the distributable net income 
of the estate attributable to the widow’s share is exhausted by the 
distribution to her of $3,000 of current income. 

Third year.—The widow is subject to tax on the $3,000 of current 
income distributed to her. This exhausts distributable net income 
of her separate share for such year and no income is attributed to 
her because of her final corpus distribution. 

The estate will be entitled to a distribution deduction for the 
$6,000 of current income distributed to the trust for D and E. This 
exhausts distributable net income of the share of D and E in the 
estate for such year. 
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Even though the trust for D and E is not treated as constitutin 
two separate trusts under local law, the respective shares of D and 
may constitute separate shares under section 663 (c). 

he proposed amendments to section 663 (c) should be applicable 
to both estates and trusts for taxable years beginning after their 
enactment. 


Section 663 (d) 


Present section 642 (c) allows a deduction to an estate or trust both 
for amounts distributed, and for amounts permanently set aside, for 
charitable purposes. It is proposed that the deduction under section 
642 (c) be eliminated, and that an estate or trust be allowed a deduc- 
tion for amounts distributed to charitable beneficiaries under sec- 
tions 651 and 661 in the same manner as deductions are allowed for 
distributions to other beneficiaries (see the comment under the pro- 
posed amendment to section 642 (c)). If this is done, some provision 
must be made for amounts permanently set aside for charitable pur- 
poses, but not distributed, if the policy of the code is to remain the 
same. ‘The proposed addition of a new subsection to section 663 is 
intended to accomplish this purpose by providing that amounts 
ie marae set aside for charitable purposes shall be considered to 

e amounts credited to a charitable beneficiary. However, certain 
limitations are placed on this concept. First, it is limited to amounts 
set aside out of gross income of the current year. Present section 
642 (c) limits the deduction to amounts set aside out of gross income, 
but apparently without regard to whether the amounts are set aside 
out of gross income of the current year or of a preceding year. Per- 
mitting the deduction for amounts set aside out of gross income of a 
preceding year seems to introduce an undesirable element of tracing. 
Second, except in the case of income allocated to corpus which is not 
included in the definition of income in section 643 (b), the deduction 
for amounts set aside (but not distributed) for charitable beneficiaries 
is limited to the excess of the distributable net income of the estate 
or trust over deductions otherwise allowable for distributions to bene- 
ficiaries. The effect of this limitation is to prevent the avoidance of 
income taxes on distributions to noncharitable beneficiaries by the 
setting aside of income for future distribution to charitable bene- 
ficiaries. For example, if a trust agreement provided that the income 
of a trust should be accumulated during the life of A and then the 
accumulated income paid to a charity, but that A should receive in 
each year out of corpus an amount equal to the year’s income, the 
income would remain taxable to A. 

The proposed addition of section 663 (d) should be applicable for 
taxable years ending after its enactment. 


SEC, 664. POWER IN PERSON OTHER THAN GRANTOR TO VEST CORPUS OR INCOME 
IN HIMSELF. 


(a) Gewzrat Rore.—If a person other than the grantor has a power exercisable 
solely by himself to vest an amount of the corpus or the income of a trust in himself, 
such amount shall be considered as an amount required to be distributed currently to 
such person in applying sections 651 and 652, and as an amount required to be paid 
or credited to such person in applying sections 661 and 662, unless such person has 
previously partially released or modified such a power and after the release or modifi- 
cation retained such control of the property released from the power as would, 
within the principles of sections 671 to 677, inclusive, subject a grantor of a trust to 
treatment as the owner of such property, in which case such person shall be 
treated as the grantor of such property and taxed under sections 671 to 677, inclu- 
sive. 
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(b) OstigatTions or Support.—Subsection (a) shall not apply to a power which 
enables such person alone, in the capacity of trustee or cotrustee, merely to apply the 
income of the trust to the support or maintenance of a person whom the holder of the 


power is obligated to suvport or maintain except to the extent that such income is so 
applied. 


(c) Errecr or Renunciation or Discraimer.—Subsection (a) shall not apply 
with respect to a power which has been renounced or disclaimed within a reasonable 
time after the holder of the power first became aware of its existence. 

(d) SUBSTANTIAL OWNERSHIP RULE INAPPLICABLE.—Except as specified in 
this section, no items of income, deductions and credits against tax of a 
trust shall be included, solely on the grounds of dominion and control 
over the trust, under section 61 (relating to definition of gross income) 
or any other provision of this title, in computing the taxable income and 
credits of a person other than the grantor. 


COMMENT 


The new section 664 deals with the situations previously covered 
under section 678. If section 664 is enacted, the present section 678 
will be deleted. The substitution of the new section 664 for the present 
section 678, which taxes a nongrantor of the trust under certain 
circumstances on the ground of substantial ownership, is believed 
desirable for the following reasons: 

1. A establishes a trust which gives the trustee the discretion to 
pay the income to his wife W or accumulate it and also gives W a 
power to withdraw a limited amount of the corpus each year. If 
the trustee does not exercise his discretion to pay W income, it appears 
that under section 678 W will be taxable in each year on only the 
amount of ordinary income attributable to the limited amount of 
corpus which she can withdraw, whether she makes a withdrawal or 
not. Such a tax avoidance arrangement should not be permitted. 
Section 678 could be amended to change the result in the case sup- 
posed but the elimination of income tax avoidance by such an arrange- 
ment is accomplished by the new section 664 which causes the wife 
to be taxed under the tier system as though she had received the 
distribution of corpus, whether she makes the withdrawal or not. 
In the case supposed, the wife, under the new section 664, will be 
deemed to have received the limited amount of corpus which she can 
withdraw and, in view of the fact that there is distributable net income 
for the year which has not been paid to anyone else, she will be 
taxed up to the amount of the distributable net income under section 
662. 

2. If A establishes a trust which provides that 1 day after the end 
of the taxable year his wife W may withdraw the income of the 
previous year, it is not clear under the present section 678 what the 
consequences will be. Under the new section 664, however, the wife 
will be taxable on the full amount of the income for the previous year 
under section 662 in combination with the throwback rules. 

3. The present wording of section 678 makes it somewhat unclear 
what portion of the trust is owned by the person other than the 
grantor if the power in such person is only to withdraw ordinary 
income. The language of the section may be interpreted to mean 
that such a power will cause the holder of it to be taxable not only on 
the ordinary income but also on the capital gains. Such result is 
unsound in view of the fact that an income beneficiary under a trust 
to whom the income is required to be distributed is not taxable on the 
capital gains realized by the trust. The new section 664 causes the 
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person who has a power to withdraw income to be taxed in the same 
way as the person to whom income is required to be distributed. 

4. Under the present section 678, there is some doubt as to the 
result when a person other than the grantor has a power to withdraw 
a limited amount of the corpus and the question is whether such person 
is taxable on any portion of the capital gains which may be realized 
in any year. The regulations take the position that the holder of the 
power will be taxable on a portion of the capital gains and such portion 
is determined by multiplying the net capital gains for the year by a 
fraction the numerator of which is the limited amount of corpus which 
is subject to withdrawal and the denominator of which is the value 
of the corpus at the beginning of the year. This introduces a com- 
plexity in a common type of family arrangement, that is, one where 
the income beneficiary is given a right to withdraw $5,000 or 5 percent 
of the corpus, whichever is greater, which limited power of with- 
drawal can be given without significant adverse estate and gift tax 
consequences. In the situation described it seems desirable in the 
interest of simplicity that the holder of the power should not be taxed 
on capital gains in any year in which the power of withdrawal can be 
satisfied without actually invading the capital gains realized during 
the year. The new section 664 will cause the capital gains to be 
taxed to the trust unless they are includible in distributable net 
income under the provisions of section 643. 

The holder of a power may be taxed less under the new section 664 
than under section 678. Suppose that A establishes a trust under 
which the trustee is given discretion to pay income to B or 
to accumulate it and under which W is given the power to 
withdraw corpus annually up to the amount of $5,000. The trustee 
exercises his discretion and pays the income to B. W will pay no 
tax under section 664, whether she makes a withdrawal or not. Under 
section 678, however, W is taxable on the portion of the ordinary 
income attributable to the $5,000 of corpus she can withdraw. 

It should be noted that if a person other than the grantor has a 
right to make withdrawals of corpus, which withdrawals, however, 
must be made within three taxable years, such person is entitled to 
the benefits of section 663 (a) (1) and, consequently, no income tax 
will be payable by such person as a result of the operation of section 
664. In this respect, the holder of the power is not taxed to as great 
an extent as he would be under the present section 678. If a person 
other than the grantor has a power to make limited withdrawals 
annually and the power is cumulative so that if a withdrawal is not 
made in one year it may be made in the next year in addition to the 
withdrawal which normally could be made in the next year, section 
663 (a) (3) prevents such person from being subjected to double 
taxation on the amount subject to withdrawal. 


Section 678 contains the following provision: 


Subsection (a) shall not apply with respect to a power over income, as originally 
granted or thereafter modified, if the grantor of the trust is otherwise treated as 
the owner under sections 671 to 677, inclusive. 

This provision is not necessary in section 664 because section 671 
makes it clear that taxation under subpart E takes precedence over 
taxation under subparts A—D. 

Section 664 should apply to existing trusts as well as to future 

trusts but only as to taxable years ending after its enactment. 





ESTATES, TRUSTS, BENEFICIARIES, AND DECEDENTS 39 


Subpart D—Treatment of Excess Distributions by Trusts 


SEC. 665. DEFINITIONS APPLICABLE TO SUBPART D. 


(a) Undistributed Net Income.—For purposes of this subpart, the term 
‘undistributed net income’ for any taxable year means the amount by which 
distributable net income of the trust for such taxable year computed without 
regard to section 643 (a) (3) (C) exceeds the sum of— 

(1) the amounts for such taxable year ror in paragraphs (4 and 2} 
(1), ia), (3) and (4) of section 661 (a); and 
(2 the amount of taxes imposed on the trust. 

(b) Accumulation Distribution.—For purposes of this subpart, the term 
‘accumulation distribution’’ for any taxable year of the trust means the amount 
(if in excess of $2,000) by which the amounts specified in paragraphs (2), (3) and 
(4) of section 661 (a) for such taxable year exceed distributable net income 
computed without regard to section 643 (a) (3) (C)* and reduced by the 
amounts specified in paragraph (1) of section 661 (a). For purposes of this 
subsection, the amounts specified in paragraphs (2), (3) and (4) of section 661 (a) 
shall be determined without regard to section 666 and shall not include— 
[remainder of section 6665 (b) is unchanged and not reproduced] 


Comment 


The changes are proposed because of the proposed addition to the 
statute of section 643 (a) (3) (C). The comment under that sub- 
paragraph shows that its purpose is to provide that deductible items 
paid from corpus shall be applied first against income taxable to the 
estate or trust and then against income taxable to beneficiaries. The 
intended result is accomplished by excluding corpus deductions from 
distributable net income except to the extent that they exceed gross 
income taxable to the estate or trust and by excluding such gross 
income from distributable net income to the extent of the excluded 
deductions. 

The income taxable to the estate or trust may consist of income, 
such as capital gain, credited to corpus and otherwise excluded from 
gross income, as well as ordinary accumulated income. It is im- 
material for the purpose of computing current income tax whether 
the excluded deductions are applied against one class of income or the 
other. However, since the income not otherwise excluded from gross 
income may be excluded to the extent of corpus deductions, it is 
important for the purpose of the throwback rule to know whether the 
deductions are applied first against the capital gain otherwise ex- 
cluded or whether they are applied first against ordinary accumulated 
income not otherwise excluded. 

The result of the proposed amendments to section 665 (a) and (b) 
is that for the purpose of computing undistributed net income of a 
prior year, which determines the extent to which an accumulation 
distribution in one year may be treated as a distribution of income 
of such prior year, and also for the purpose of computing distributable 
net income of the current year, which measures the amount of an 
accumulation distribution, the excluded corpus deductions are applied 
first against accumulated income or income credited to corpus which 
is not otherwise excluded from distributable net income. The result 


— the proposed amendments would be the same as under existing 
aw. 


"Asa me of the italicized words to which the asterisk is appended and the similar words in section 
665 (a), fi purpose of the throwback rule, corpus deductions which are excluded by the proposed 
section 643. o (3) (C) in determining distributable net income would be applied, as under existing law, 
= against income not other wise excluded from distributable net income, such as accumulated 
ncome. 








40 ESTATES, TRUSTS, BENEFICIARIES, AND DECEDENTS 


For example, assume that in 1958 a trust has capital gain allocable 
to corpus of $2,000 after taking the deduction under section 1202, 
ordinary income of $10,000, and corpus deductions of $4,000. Assume 
further that the trustee makes a discretionary distribution of $7,000 
of ordinary income and accumulates the balance of $3,000 and that 
he has discretion to distribute the accumulated income in a later year. 
Since the income taxable to the trust, $5,000, is more than the corpus 
deductions, the corpus deductions are absorbed by the corpus income. 
The distributable net income is $8,000 (determined by app lying sec- 
tion 643 (a) (3) (C)) and the distribution of $7,000 is taxed in full to 
the beneficiary. In computing 1958 tax of the trust, the fiduciary 
may apply the deductions in any way he sees fit against the capital 
gain and the ordinary accumulated income taxable to the trust. How- 
ever, for the purpose of the throwback, the proposed amendment 
would apply the corpus deductions of $4,000 first against the accumu- 
lated income of $3,000 and then against the capital gain. The result 
is that there would be no undistributed net income for the purpose of 
the throwback. If in the above example the discretionary distribu- 
tion by the trustee was $4,000 instead of $7,000, and other figures 
were changed to reflect this difference, then the undistributed net 
income for 1958 would be $2,000 (disregarding the taxes imposed on 
the trust). 

If in 1958 a distribution was made which exceeded distributable 
net income of $8,000, then, in determining the extent to which the 
excess distribution constituted an accumulation distribution for the 
purpose of taxing the beneficiary on undistributed net income of a 
prior year, the corpus deductions would be applied first against the 
current accumulated income of $3,000, so that 1958 distributable net 
income would be $7,000, and not $8,000. 


SEC, 666. ACCUMULATION DISTRIBUTION ALLOCATED TO 5 PRECEDING YEARS, 


The words ‘‘paragraph (2)’’ in section 666 (a) (the words appear 
once) and in section 666 (b) (the words appear twice) and in section 
666 (c) (the words appear twice) are deleted and there is inserted in 
each of such places the words ‘‘paragraph (4)’’. 

The above changes in section 666 are made necessary due to the 
change in the wording of section 661 (a). 


SEC. 667. DENIAL OF REFUND TO TRUSTS, 
No change. 


SEC. 668. TREATMENT OF AMOUNTS DEEMED DISTRIBUTED IN PRECEDING YEARS, 


(a) AMOUNTS TREATED AS RECEIVED IN PrioR TAXABLE YEARS.—The total 
of the amounts which are treated under section 666 as having been distributed 
by the trust in a preceding taxable year shall be included in the income of a 
beneficiary or beneficiaries of the trust when paid, credited, or required to be 
distributed to the extent that such total would have been included i in the income 
of such beneficiary or beneficiaries under section 662 (a) (2) and (b) if such total 
had been paid to such beneficiary or beneficiaries on the last day of such preceding 

thie Hee t 


adh 
bey the SeeretHee ae hie delesote fee tetettits aettiel fell atin 
445 of seetion 665 46} The portion of such total required to be 
included under the preceding sentence in the income of any beneficiary 
shall be an amount which bears the same ratio to such total as the aggre- 
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gate amounts paid, credited, or required to be distributed to the benefi- 
ciary for the taxable year and described in paragraphs (2), (3), and (4) of 
section 661 (a) and reduced by the amount of distributable net income for 
such taxable year allocated under section 662 (a) to such beneficiary bear 
to all such amounts paid, credited, or required to be distributed to all 
such beneficiaries for such taxable year (reduced by the amount of dis- 
tributable net income for such taxable year), except that proper adjust- 
ment of such ratio shall be made in accordance with regulations 
prescribed by the Secretary or his delegate for amounts which fall within 
paragraphs (1) through (4) of section 665 (b). The tax of the beneficiaries 
attributable to the amounts treated as having been received on the last day of 
such preceding taxable year of the trust shall not be greater than the aggregate 
of the taxes attributable to those amounts had they been included in the gross 
income of the beneficiaries on such day in accordance with section 662 (a) (2) 
and (b). 


(b) Crepit ror Taxes Parp sy Trust.—No change. 


COMMENT 


The change in section 668 is illustrated by the following example: 


EXAMPLE 
Distributable net income for 1957___._._._.-..-.------------------ $10, 000 
Distributions: 
To A, discretionary income payment_.___________-____--_---__-- 15, 000 
To B, discretionary income or corpus payment_________________-_ 5, 000 
To C, discretionary payment out of corpus or accum. income____-_ 2, 500 
Results (of application of section 661 and 662): 
A received $15,000 and is taxed on (as current distribution) ______ 10, 000 
B received $5,000 and is taxed on (as current distribution) _______ 0 
C received $2,500 and is taxed on (as current distribution) ______- 0 


Assuming the above represents an accumulation distribution of 
$6,000 for 1956 and disregarding the taxes paid by the trust on the 
$6,000 (which would also be deemed distributed on the last day of 
1956), the proposed second sentence of section 668 (a) would apply 
as follows: 

With respect to A: 


The portion of such total ($6,000) required to be included under 
the preceding sentence in the income of any beneficiary shall be an 
amount (X) which bears the same ratio to such total ($6,000) as 
the aggregate amounts paid, credited, or required to be distributed 
to the beneficiary and described in paragraphs (2), (3), and (4) of 
section 661 (a) and reduced by the amount of distributable net 
income for such taxable year allocated under section 662 (a) to such 
beneficiary ($15,000— 10,000=5,000) bear to all such amounts paid, 
credited, or required to be distributed to all such beneficiaries for 
such taxable year (reduced by the amount of DNI for such taxable 
year, $22,500—10,000= 12,500), except that proper adjustment shall 
be made in accordance with regulations prescribed by the Secretary 
or his delegate for amounts which fall within paragraphs (1) through 
(4) of section 665 (b). 


xX 5,000 
A bbos oo beoo aed —$——_—— Sith <q ieee ’ 
6,000 "12,500 or X equals $2,400 
x 5,000 
since Dt 4 
tan 6,000" 12,500 or X equals $2,400 
. xX 2,500 
CO So SEE 6,000 "12,500 or X equals $1,200 


Total accumulation distribution_______ $6,000 
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Subpart E—Grantors [and Others] Treated as Substantial Owners 


SEC. 671. TRUST INCOME, DEDUCTIONS, AND CREDITS ATTRIBUTABLE TO GRANTORS 
[LAND OTHERS] AS SUBSTANTIAL OWNERS. 


Where it is specified in this subpart that the grantor er anether perser shall be 
treated as the owner of any portion of a trust, there shall then be included in 
computing the taxable income and credits of the grantor er the ether person those 
items of income, deductions, and credits against tax of the trust which are at- 
tributable to that portion of the trust to the extent that such items would be 
taken into account under this chapter in computing taxable income or credits 
against the tax of an individual the grantor. Any remaining portion of the trust 
shall be subject to mare A through D. No items of a trust shall be included 
in computing the taxable income and credits of the grantor er any ether person 
solely on the grounds of his dominion and control over the trust under section 
61 (relating to definition of gross income) or any other provision of this title, 
except as specified in this subpart. 


COMMENT 


The deletions in section 671 of the references to persons other than 
the grantor are necessary because of the elimination from subpart E 
of section 678. In other words, subpart E now applies only to the 
situations where the grantor of a trust is treated as a substantial owner 
of the trust property. 

If a corporation is the grantor of a trust and is treated as the owner 
of any portion of the trust, section 671, in its unamended form provides 
that its taxable income and credits against the tax are to be determined 
as though “computing taxable income or credits against the tax of an 
individual.” In such case, the law should require the same procedure 
applicable in computing the taxable income or credits against the tax 
of a corporation. ‘The regulations interpret section 671 to require 
such method of computation when a corporation is involved (sec. 
1.671-2 (c)). The proposed amendment to section 671 which strikes 
the words “an individual” and inserts in their place the words “the 
grantor’ is designed to eliminate any possible doubt about the matter. 

It is recommended that the deletion of the words “an individual’ 
and the insertion of the words ‘‘the grantor” be effective as of the 
date section 671 originally became effective. The other deletions 
in section 671 should be operative with respect to existing as well as 
future trusts but only as to taxable years ending after the enactment 
of the amended section 671. 


SEC. 672. DEFINITIONS AND RULES 


(a) Apverse Parry.—No change. 

(b) Nonapverse Party.—No change. 

(c) RetaTepD or SuBoRDINATE Party.—No change. 

(d) Rute Wuere Power Is Sussect ro ConpITION PRECEDENT.—No change. 





SEC. 673. REVERSIONARY INTERESTS 


(a) GENERAL Rute.—No change. 

(b) Exception WueErE Income Is PayaBLeE TO CHARITABLE BENEFICI- 
ARIES.—No change. 

(c) REVERSIONARY INTEREST TAKING Errect at DratH or INcomME BENE- 
FICIARY.—No change. 

(d) PosTPoNEMENT oF DaTE SpeciFieD For ReacquisiTion.—No change. 


SEC. 674. POWER TO CONTROL BENEFICIAL ENJOYMENT 

(a) GENERAL Ru.te.—The grantor shall be treated as the owner of any por- 
tion of a trust in respect of which the beneficial enjoyment of the corpus or the 
income therefrom is subject to a power of disposition, exercisable by the grantor 
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or a nonadverse party, or both, without the approval or consent of any adverse 

arty. 
: (by ExcerpTions For Certain Powers.—Subsection (a) shall not apply to 
the following powers regardless of by whom held: 

(1) PowER TO APPLY INCOME TO SUPPORT OF A DEPENDENT.—A power 
described in section 677 (b) to the extent that the grantor would not be sub- 
ject to tax under that section. 

(2) PowER AFFECTING BENEFICIAL ENJOYMENT ONLY AFTER EXPIRATION 
OF 10-YEAR PERIOD.—A power, the exercise of which can only affect the 
beneficial enjoyment of the income for a period commencing after the expira- 
tion of a period such that a grantor would not be treated as the owner under 
section 673 if the power were a reversionary interest; but the grantor may be 
treated as the owner after the expiration of the period unless the power is 
relinquished. 

(3) PowER EXERCISABLE @NS¥ BY WILL OR BY DEED.—A power exercis- 
able ently by will and a power exercisable by deed where an exercise of the power 
would be effective to change beneficial rights under the trust only after the 
death of the holder of the power, other than a power in the grantor to appoint 
{py wilh the income of the trust where the income is accumulated for such 
disposition by the grantor or may be so accumulated in the discretion of the 
grantor or a nonadverse party, or both, without the approval or consent of 
any adverse party. 

(4) PowER TO ALLOCATE AMONG CHARITABLE BENEFICIARIES.—A power to 
determine the beneficial enjoyment of the corpus or the income therefrom 
if the corpus or income is irrevocably payable for a purpose specified in 
section 170 (c) (relating to definition of charitable contributions). 

(5) PowER TO DISTRIBUTE CoRPUS.—A power to distribute corpus either— 

(A) to or for a beneficiary or beneficiaries or to or for a class of ben- 
eficiaries (whether or not income beneficiaries) provided that the power 
is limited by a reasonably definite standard which is set forth in the 
trust instrument; or 

(B) to or for any current income beneficiary, provided that the dis- 
tribution of corpus must be chargeable against the proportionate share 
of corpus held in trust for the payment of income to the beneficiary as 
if the corpus constituted a separate trust. 

A power does not fall within the powers described in this paragraph if any 
person other than an adverse party has a power other than a power which would 
qualify as an exception under section 674 (b) (3) to add change te the ben- 
eficiary or beneficiaries or te & the class of beneficiaries designated to receive 
the income or corpus, except where such action is to provide for after-born 
or after-adopted children or an after-acquired spouse. 

(6) PowER TO WITHHOLD INCOME TEMPORARILY.—A power to distribute or 
apply income to or for any current income beneficiary or to accumulate the 
income for him, provided that any accumulated income must ultimately be 

ayable— 
a tAd te the bepetieines Fron sehen disteHbttier or copliertion ja otle 
held, te his estate, er te his appointees tor persens named as alternate 
tekers in default ef appeintment} previded that sueh + 


speetfed Ht the trust Histeiterent: 
Hreete shel be eomsidered se parable althoteh Ht ik presided 
aetied eertte 


desienated alternate takers tether than the erenter or the sranter's 

ahese shires de beer terexocrbty —s : 

(A) to the beneficiary from whom distribution or application is withheld 
or to his estate, or 

(B) to the beneficiary from whom distribution or application is withheld, 
or if he does not survive a date of distribution which could reasonably be 
expected to occur within his lifetime, to his appointees (or alternate takers 
in default of appointment) under any power of appointment, general or 
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special (provided no appointment under a power other than a 
general power can be made to the grantor or his estate) or if he 
has no power of appointment to one or more designated alternate takers 
(other than the grantor or the grantor’s estate) whose shares have been ir- 
revocably specified in the trust instrument, or 
(C) to the appointees of the beneficiary from whom distribution or appli- 
cation is withheld (or persons named as alternate takers in default of ap- 
pointment) provided that such beneficiary possesses a power of appointment 
which excludes the grantor and his estate as a possible appointee and 
does not exclude from the class of possible appointees any other person 
other than the beneficiary, his estate, his creditors, or the creditors of his 
estate, or 
(D) on termination of the trust, or in conjunction with a distribution of 
corpus which is augmented by the accumulated income, to the current income 
beneficiaries in shares which have been irrevocably specified in the trust 
instrument, or if any beneficiary does not survive a date of distribution 
which would reasonably be expected to occur within his lifetime, to his 
appointees (or alternate takers in default of appointment) under any power 
of appointment, general or special (provided no appointment under a 
power other than a general power can be made to the grantor or 
his estate) or if he has no power of appointment to one or more designated 
alternate takers (other than the grantor or the grantor’s estate) whose shares 
have been irrevocably specified in the trust instrument. 
A power does not fall within the powers described in this paragraph if any 
person other than an adverse party has a power other than a power which would 
qualify as an exception under section 674 (b) (3) to add change te the beneficiary 
or beneficiaries or @ te the class of beneficiaries designated to receive the 
income or corpus, except where such action is to provide for after-born or 
after-adopted children or an afler-acquired spouse. 
(7) PowER TO WITHHOLD INCOME DURING DISABILITY OF A BENEFICIARY.—A 
power exercisable only during— 
(A) the existence of a legal disability of any current income bene- 
ficiary, or 
(B) the period during which any income beneficiary shall be under the 
age of 21 years, 
to distribute or apply income to or for such beneficiary or to accumulate and 
add the income to corpus. A power does not fall within the powers described 
in this paragraph if any|person other than an adverse party has a power other than 
a power which would qualify as an exception under section 674 (b) (3) to add 
change +e the beneficiary or beneficiaries or te @ the class of beneficiaries 
designated to receive the income or corpus, except where such action is to 
provide for after-born or after-adopted children or an after-acquired spouse. 
(8) PowER TO ALLOCATE BETWEEN CORPUS AND INCOME.—A power to 
allocate receipts and disbursements as between corpus and income, even 
though expressed in broad language. 

(ec) Exception FoR CERTAIN Powers OF INDEPENDENT TRUSTEES.—Subsec- 
tion (a) shall not apply to a power solely exercisable (without the approval or 
consent of any other person) by a trustee or trustees; Rene ef whem is the 
end ne more than helf of whom ere related or suberdinate parties whe are other 
than the grantor and which is not exercisable without the concurrence of a trustee who is 
not a related or subordinate party subservient to the wishes of the grantor— 

(1) to distribute, apportion, or accumulate income to or for a beneficiary or 
beneficiaries, or to, for, or within a class of beneficiaries; or 
(2) to pay out corpus to or for a beneficiary or beneficiaries or to or for a 
class of beneficiaries (whether or not income beneficiaries). 
A power does not fall within the powers described in this subsection if any person 
other than an adverse party has a power other than a power which would qualify as an 
exception under section 674 (b) (8) to add change te the beneficiary or beneficiaries 
or +e @ the class of beneficiaries designated to receive the income or corpus, except 
where such action is to provide for after-born or after-adopted children or an after- 
=e spouse. 

(d) Power To Auuocate INcoms 1F LIMITED By A STANDARD.—Subsection (a) 
shall not apply to a power solely exercisable (without the approval or consent of 
any other person) by a trustee or trustees, nene ef whem is other than the grantor or 
spouse living with the grantor, to distribute, apportion, or accumulate income to or 
for a beneficiary or beneficiaries, or to, for, or within a class of beneficiaries, whether 
or not the conditions of paragraph (6) or (7) of subsection (b) are satisfied, if such 
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power is limited by a reasonably definite’external standard which is set forth in the 
trust instrument. A power does not fall within the powers described in this sub- 
section if any person other than an adverse party has a power other than a power 
which would qualify as an exception under section 674 (b) (3) to add change te the 
beneficiary or beneficiaries or +e @ the class of beneficiaries designated to receive 
the income or corpus, except where such action is to provide for after-born or 
after-adopted children or an after-acquired spouse. 


COMMENT 
Section 674 (6) (3) 


The amendment to section 674 (b) (3) excepts a power to appoint 
by deed as well as a power to appoint by will where the power to 
appoint by deed, if exercised, will not be immediately operative to 
confer beneficial enjoyment of the trust property on anyone, but such 
enjoyment will be postponed until after the death of the donee of the 
power. Such a power, as well as the power to appoint by will, are now 
excepted by section 674 (b) (2) if the power can only affect the bene- 
ficial enjoyment of the income and the life expectancy of the donee is 
10 years or more. In view of the fact that such a power is very similar 
to a power to appoint only by will, it seems logical to treat them the 
same under section 674 (b) (3). 

Example: A transfers property to T (an independent trustee) in 
trust. The trust instrument gives T discretion to pay the income to 
any one or more of the group consisting of A’s wife W and A’s issue. 
Any income not paid to any one or more of such group in any year is 
to be added to principal. On the death of W, the trustee is to pay the 
principal and undistributed income to, or hold it for the benefit of, 
such one or more of A’s issue, in such amounts and proportions and for 
such estates and interests and outright or upon such terms, trusts, 
conditions, and limitations, as W shall appoint by a deed delivered to 
the trustee in W’s lifetime or as W shall appoint by a will if she makes 
no appointment by deed. The trust instrument provides for the dis- 
position of the trust property in default of appointment so that there is 
no reversionary interest in A. The power given to W to appoint by 
deed or by will does not cause the income of the trust to be taxable to 
A under the proposed amendment. 

The proposed amendment to section 674 (b) (3) should be operative 


with respect to existing as well as future trusts but only as to taxable 
years ending after its enactment. 


Section 674 (b) (6) 


The exception described in section 674 (b) (5) is eliminated if the 
circumstances bring into operation the following language: 
A power does not fall within the powers described in this paragraph if any person 
has a power to add to the beneficiary or beneficiaries or to a class of beneficiaries 
designated to receive the income or corpus, except where such action is to provide 
for afterborn or afteradopted children. 
Identical language, eliminating the exception is found in sections 
674 (b) (6), 674 (b) (7), 674 (c) and 674 (d). The proposed amend- 
ments to the language quoted above are inserted wherever the language 
appears in section 674. The comments at this point are directed at 
the operation of the exception to the exception under section 674 (c) 
but are generally applicable wherever the language describing the 
exception to the exception appears. 

It must be kept in mind that the power which produces the excep- 
tion to the exception is not a power to determine who receives income 








46 ESTATES, TRUSTS, BENEFICIARIES, AND DECEDENTS 


or corpus except to the limited extent that payments of income or 
corpus may be required to be made to a designated beneficiary. 
Rather it is a power to add to the originally described beneficiary 
or beneficiaries or class of beneficiaries with respect to whom there 
is normally another power in someone to determine whether distri- 
butions of income or corpus are to be made. 

For example, if A establishes a trust with the X corporation, an 
independent trustee, as trustee and gives the trustee discretion to 
spray income among A’s children or accumulate it, a power re- 
served to A to designate, from time to time, additional persons or 
classes of persons, other than himself, to whom the income may 
be paid does not give A the power to control the destination of the 
income. When he exercises his power he simply enlarges the originally 
designated group among whom the trustee may spray the income 
pursuant to the power given the trustee. The reservation by A of 
such a power would clearly destroy the exception which otherwise 
would be applicable under section 674 (c) to the power given to the 
trustee. The same result would be reached if the power to enlarge 
the group among whom income may be sprayed is given to the trustee 
even though the trustee is not related or subcrdiadte. 

From the clear case outlined in the preceding paragraph, it is possible 
to move to other cases where there is some uncertainty what result is 
produced by the exception to the exception and it is the purpose of 
the proposed amendments to the language describing the exception 
to the exception to clear up this uncertainty. The following cases 
illustrate the operation of the proposed amendments: 

1. A establishes a trust with the X corporation, an independent 
trustee, as trustee and gives the trustee discretion to spray income 
among A’s children or to accumulate it. The trust instrument 
gives A’s oldest living child the power to designate, from time to time, 
additional persons or classes of persons, other than A, to whom the 
income may be paid in the discretion of the trustee. Will the exist- 
ence of the power destroy the exception which otherwise would be 
applicable under section 674 (c) to the power given the trustee? The 
answer to this question should depend on whether A’s oldest living 
child has a substantial beneficial interest in the trust which would be 
adversely affected by the exercise of his power. Section 1.674 (d)- 
2 (b) of the regulations contains this sentence: 

This limitation [i. e., the exception to the exception] does not apply to a power 
held by a beneficiary to substitute other beneficiaries to succeed to his interest 
in the trust (so that he would be an adverse party to the exercise or nonexercise 
of that power). 

The literal language of the exception to the exception, however, is 
that ‘if any person’ has the power to add to the beneficiaries the 
exception to the exception applies. The statutory language is clarified 
on this point by the insertion after the words “if any person” of the 
words “other than an adverse party.” 

2. A establishes a trust with the X corporation, an independent 
trustee, as trustee and gives the trustee discretion to spray income 
among his son S and S’s issue or to accumulate the same. On the 
death of S, the trustee is to dispose of the undistributed income and 
corpus to or for the benefit of such person or persons other than A, 
S’s estate, S’s creditors or creditors of S’s estate as S may appoint by 
will and in default of appointment, the trustee is to continue to hold 
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the undistributed income and corpus in trust for S’s issue. The 
testamentary power in S enables him to add to the beneficiaries 
originally designated by A to share in the income of the trust., Will 
such power in S destroy the exception which otherwise would be 
applicable under section 674 (c) to the power given to the trustee? 
It should not because section 674 (b) (3), which makes a general 
exception as to powers to appoint by will, should be deemed to restrict 
the operation of the exception to the exception. Section 1.674 (d)- 
2 (b) of the regulations contains the following sentence on this point: 
Nor does the limitation [i. e., the exception to the exception] apply to a power 
held by any person which would qualify as an exception under section 674 (b) (3) 
(relating to testamentary powers). 

The statutory language is clarified on this point by the insertion after 
the words “has a power” of the words “other than a power which 
would qualify as an exception under section 674 (b) (3).” 

3. A establishes a trust with the X corporation, an independent 
trustee, as trustee and gives the trustee discretion to spray income 
among his son S and S’s issue or to accumulate it. If the trust 
instrument should provide that at the end of 5 years, the group among 
whom the income may be sprayed shall be enlarged to include A’s 
daughter D and her issue, the exception to the exception does not apply 
because the class of beneficiaries among whom the income can be 
distributed is defined by the grantor A and no power exists in anyone 
to enlarge that class. In other words, if the outer limits of the class of 
beneficiaries are set by A, the fact that within such outer limits the 
class changes from time to time in accordance with a formula set by A 
does not give any person a power to add to the beneficiaries designated 
by A to receive income or corpus. Suppose, however, the trust 
instrument provides that the trustee shall have discretion to spray 
income among such one or more of A’s issue as A’s wife W may 
designate annually or to accumulate it. W does not have the power 
to direct the payment of income to anyone, but has only the power 
to determine annually the members of the group among whom the 
income may be distributed in the trustee’s discretion. Furthermore 
A has designated the outer limits of the membership in the group. 
Does W have a power to add to the beneficiaries designated to receive 
income? She has a power to change the income beneficiaries each 
year within the outer limits set by A. By substituting the word 
“change” for the word “‘add” in the exception to the exception, the 
power in A’s wife will cause the income to be taxable to A. 

4. The exception to the exception also contains an exception to its 
operation. It permits a person to have a power to provide for after- 
born or after-adopted children. Thus if a discretionary trust is estab- 
lished by A and the independent trustee has power to spray income 
and corpus among A’s son S and S’s children living on the date the 
trust is established, A’s wife W can be given the power to add after- 
born or after-adopted children of S to the group of beneficiaries without 
invoking the exception to the exception. There does not appear to 
be any reason why a power in W to add an after-acquired spouse of 
S to the group of beneficiaries should be treated differently from a 
power to add after-born or after-adopted children. Thus, the words 
“or an after-acquired spouse’”’ are added after the words ‘“‘after-born 
or after-adopted children.” 
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_ The amendments under consideration should be applicable to exist- 
ing as well as future trusts but only as to taxable years ending after 
their enactment. 


Section 674 (b) (6) 


The rewording of section 674 (b) (6) is designed to make more 
understandable the exception therein described. The rewording is 
based on the language used in the regulations (secs. 1.674 (b)-1 (b) 
(6)). Only one substantive change is made (other than the substan- 
tive changes made in the language of the exception to the exception 
which are referred to in the comments under section 674 (b) (5)) and 
that change is discussed below. 

The following type of trust meets the test laid down by section 674 
(b) (6) (A) in its present unamended form: A establishes a trust with 
himself as trustee. Under the terms of the trust, the trustee has dis- 
cretion to pay the income to A’s son S or to accumulate it. The 
trustee is directed to pay the accumulated income to such person or 
persons other than S’s estate, S’s creditors or creditors of S’s estate 
as S may appoint by deed or by will and in default of appointment, 
the trustee is to pay the accumulated income to designated persons. 
Notice that if the power of appointment given to S excluded A as a 
possible appointee, the arrangement would not meet the test set forth 
in the present unamended section 674 (b) (6) (A). 

Section 677 (a) (1) causes the income of a trust to be taxed to the 

grantor if the income of the trust may be distributed to the grantor in 
the discretion of a nonadverse party. The power in the trustee to 
accumulate the income combined with the power in S to appoint in- 
come by deed or by will to A may cause the income of the trust (which 
meets the test of the present unamended section 674 (b) (6) (A)) to be 
taxed to the grantor A. Section 1.674 (b)—1 (b) (6) (i) of the regula- 
tions contains this sentence: 
Furthermore, if a trust otherwise qualifies for the exception in (a) of this sub- 
division [i. e. the exception in (a) is the one described in the above arrangement] 
the trust income will not be considered to be taxable to the grantor under section 
677 by reason of the existence of the power of appointment referred to in (a) of 
this subdivision. 

The type situation under examination is one where the power of 
appointment in S is not a general one for estate or gift tax purposes. 
If 5 can give the accumulated income to A at any time without adverse 
gift or estate tax consequences, a very convenient device exists to get 
the income back to the grantor if he needs it by having the trustee 
accumulate it and then by having S appoint it to A. The language 
in question which appears in section 674 (b) (6) (C) under the pro- 
posed rewording of section 674 (b) (6) has been amended to require 
that the grantor be excluded from the possible appointees. 

An addition has been made in section 674 (b) (6) (B) and section 
674 (b) (6) (D) which requires the exclusion of the grantor and his 
estate from the objects of the described power of appointment. The 
reason for the insertion of these words in those two places is the 
same as mentioned above in connection with section 674 (b) (6) (C), 
that is, so that there will be eliminated any possibility that one who 
complies with the wording of the section will inadvertently cause the 
income of the trust to be taxable to the grantor under section 677 
(a) (1). 

The rewording of section 674 (b) (6) should be applicable as of the 
date section 674 (b) (6) originally became effective except as to the 
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substantive change which requires the exclusion of the grantor as a 
possible appointee. This change should be applicable as to existing 
trusts for taxable years ending more than 1 year after the enactment 
of the change so as to give ample time to the donee of the power to 
arrange to exclude the grantor as a possible appointee. The effective 
date of the changes made in the language of the exception to the excep- 
tion is considered in the comments under section 674 (b) (5). 


Section 674 (b) (7) 


The changes proposed in section 674 (b) (7) relate to the language 
describing the exception to the exception. See the comments under 
section 674 (b) (5). 


Section 674 (c) 


The present provisions of section 674 (c) do not except powers of the 
type described when they are vested in 3 trustees if only 1 of them is an 
independent trustee even though the unanimous consent of the 3 
trustees is essential to the exercise of the powers. The proposed 
amendment to section 674 (c) extends the exception to such a case. 
The preference of one family member over another as trustee which 
may be necessary to satisfy the present provisions of section 674 (c) 
may create family frictions. The proposed change will make it unnec- 
essary to prefer one family member over another as trustee. 

Under the proposed amendment the exception described in section 
674 (c) is not applicable if an exercise of the power can be made by a 
majority of the trustees unless no more than one-half of all of the 
trustees are related or subordinate parties, so that the concurrence of 
a trustee who is not a related or subordinate party will be required to 
make up the majority. Thus if the grantor establishes a trust and 
gives the trustees the discretion to spray income or corpus among the 
described beneficiaries and designates as the trustees his wife W, his 
son S, and the X trust company, an independent trustee, the exception 
described in section 674 (c) as amended will apply if the consent of all 
of the trustees is required to the exercise of the discretion but the ex- 
ception will not apply if the consent of only a majority of the trustees 
is required for an effective exercise of the discretion. 

This amendment to section 674 (c) should be operative with respect 
to existing as well as future trusts but only for taxable years ending 
after its enactment. The operative date of the changes made in the 
language of the exception to the exception is considered in the com- 
ments under section 674 (b) (5). 


Section 674 (d) 

The elimination of the words “none of whom is” and the insertion of 
the words “other than” do not make any change in substance. Such 
elimination and insertion are made to conform the language of section 
674 (d) to the new language in section 674 (c). 

The other changes proposed in section 674 (d) relate to the language 


describing the exception to the exception. See the comments under 
section 674 (b) (5). 


SEC, 675. ADMINISTRATIVE POWERS. 


The grantor shall be treated as the owner of any portion of a trust in respect of 
which— 


(1) Powkr TO DEAL FOR LESS THAN ADEQUATE AND FULL CONSIDERATION.— 
No change. 
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(2) PowER TO BORROW WITHOUT ADEQUATE INTEREST OR SECURITY.—A 
power exercisable by the grantor or a nonadverse party, or both, enables the 
grantor to borrow the corpus or income, directly or indirectly, without 
adequate interest or without adequate security except where a trustee (other 
than the grantor acting alone) is authorized under a general lending power to 
make loans to any person without regard to interest or security. 

(3) Borrow1ne or THE TRUST FUNDS.—No change. 

(4) GENERAL POWERS OF ADMINISTRATION.—NoO change. 


COMMENT 


Section 675 (2) in its unamended form might be interpreted to 
cause the trust income to be taxable to the grantor, if the trust instru- 
ment contains a general lending power to make loans to any person 
without regard to interest or security, in situations where the grantor 
is only one of several trustees. Section 1.675-1 (b) (2) of the regula- 
tions provides: 


However, this paragraph does not apply where a trustee (other than the grantor 
acting alone) is authorized under a general lending power to make loans to any 
person without regard to interest or security. A general lending power in the 
grantor, acting alone as trustee, under which he has power to determine interest 
rates and the adequacy of security is not in itself an indication that the grantor 
has power to borrow the corpus or income without adequate interest or security. 


The view in the regulations is made unequivocally clear by inserting 
in the parenthetical statement the words ‘acting alone” after the 
word “grantor.” 

This proposed amendment should be applicable to existing, as well 
as future, trusts for taxable years ending after its enactment but 
no change in existing law is intended. 


SEC. 676. POWER TO REVOKE. 


(a) GenerRat Ruie.—No change. 
(b) Power Arrectinc BENEFICIAL ENJOYMENT ONLY AFTER EXPIRATION OF 
10-Year Pertop.—No change. 


SEC. 677. INCOME FOR BENEFIT OF GRANTOR. 


(a) GeneRAL Ruie.—The grantor shall be treated as the owner of any portion 
of a trust, whether or not he is treated as such owner under section 674, whose 
income without the approval or consent of any adverse party is, or, in the dis- 
cretion of the grantor or a nonadverse party, or both, may be— 

(1) distributed to the grantor; 
(2) held or accumulated for future distribution to the grantor; or 
(3) applied to the payment of premiums on policies of insurance on the 
life of the grantor— 
(A) in which the grantor possesses any incident of ownership; or 
(B) in which the grantor possesses no incident of ownership but only to 
the extent of premiums payable with respect to such policies of insurance in 
existence during the taxable year (except policies of insurance irrevocably 
payable for the purpose specified in section 170 (c) (relating to definition 
of charitable contributions) ). 
This subsection shall not apply to a power the exercise of which can only affect 
the beneficial enjoyment of the income for a period commencing after the expira- 
tion of a period such that the grantor would, not be treated as the owner under 
section 673 if the power were a reversionary interest; but the grantor may be 
treated as the owner after the expiration of the period unless the power is 
relinquished. 

(b) OsiticaTions or Support.—Income of a trust shall not be considered tax- 
able to the grantor under subsection (a) or any other provision of this chapter 
merely because such income in the discretion of another person, the trustee, or the 
grantor acting as trustee or co-trustee, may be applied or distributed for the 
support or maintenance of a beneficiary whom the grantor is legally obligated to 
support or maintain, except to the extent that such income is so applied or dis- 
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tributed. In cases where the amounts so applied or distributed are paid out of 
corpus or out of other than income for the taxable yet, such amounts shall be 
considered to be an amount paid or credited within the meaning of paragraph 2} 
(4) of section 661 (a) and shall be taxed to the grantor under section 662. 

(c) Exisrence or Discretion as to Income.—Discretion exists to distribute 
tncome to the grantor or to apply income for the support and maintenance of a bene- 
ficiary whom the grantor is legally obligated to support or maintain or to apply income 
to the payment of premiums on policies of life insurance on the life of the grantor, 
even though the terms of the trust specify that the discretion relates only to corpus, to 
the extent that the income of the trust is not required to be paid to someone else. 


COMMENT 
Section 677 (a) (8) 


The present language of section 677 (a) (3), if literally applied, may 
cause the grantor of a trust to be treated as the owner of the trust 
income in some situations where it is questionable whether the grantor 
should be so treated. The following examples present the question- 
able cases: 

1. A transfers property to T in trust. The trust instrument gives 
T the discretion to pay income to A’s son S or accumulate the same. 
T has a similar discretion as to corpus. The trust instrument contains 
no language in regard to the use of income or corpus to pay premiums 
on policies of insurance on the life of the grantor. Under the control- 
ling State law, the trustee may accept en assignment to the trust of 
millon of insurance on the life of the grantor and pay the premiums 
accruing on such policies after such assignment. ill all the income 
of the trust be taxable to the grantor, even though no policies of 
insurance on the life of the grantor have been assigned to the trust, 
on the ground that the grantor might take out insurance on his life, 
in sufficient amount to exhaust the income of the trust in the pay- 
ments of premiums if he assigned such life insurance to the trust? 

2. The facts are the same as in example (1) except that the control- 
ling State law also permits the trustee to acquire life insurance on the 
life of the grantor and pay the premiums on the insurance so acquired 
out of the income or corpus of the trust. Will the income of the trust 
be taxable to the grantor, even though the trustee has acquired no 
insurance on his life, on the ground that the trustee might take out 
insurance in sufficient amount so that the payment of premiums 
thereon would exhaust the trust income? 

If the answer to either question proposed above is “yes’’ under the 
present wording of section 677 (a) (3) then it may be necessary, in 
every case where an inter vivos trust is established, to insert in the 
trust instrument an express provision which negates any power in the 
trustee to acquire insurance on the life of the grantor or to pay the 
premiums on policies of insurance on the grantor’s life which may be 
assigned to the trust. 

If the trust instrument expressly authorizes the trustee to use trust 
income to pay premiums of insurance on the life of the grantor, even 
though etick policies are owned by the grantor, then section 677 (a) (3) 
should operate to cause the income of the trust to be taxable to the 

antor, without regard to the amount of the existing life insurance, 

ecause of the power in the grantor to acquire insurance and the power 
in the trustee to funnel income back to the grantor through the pay- 
ment of the premiums without any restriction on amount. Where, 
however, the policies of insurance are not owned by the grantor then 
the mere existence of the power to pay premiums on such life insurance 
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does not enable the income to become available to the grantor himself 
and the amount of the income which is taxable to him in any one year 
because of such power ought to be limited under section 677 (a) (3) 
to the amount of the premiums payable in respect to existing life in- 
surance that is so owned. 

The amendment to section 677 (a) (3) is designed to draw a distinc- 
tion between the situation where the income may be used to pa 
premiums on policies of insurance on the life of the grantor which 
are owned by the grantor and the situation where the policies are 
owned by a person other than the grantor. In the latter case the 
amount of income which may be taxable to the grantor in any one 
year is limited by the amount of the premiums which could have 

een paid in that year in the light of the actual amount of existing 
life insurance so owned. 

The words ‘incident of ownership’”’ are used in the amendment to 
section 677 (a) (3) with the same meaning as in section 2042 of the 
Internal Revenue Code. 

The proposed change in section 677 (a) (3) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Section 677 (b) 


The deletion of the reference to paragraph (2) of section 661 (a) 
and the insertion of the reference to paragraph (4) of section 661 (a) 
is a conforming amendment necessary due to the change in the 
wording of section 661 (a). 


Section 677 (c) 


The addition proposed to section 677 by subsection (c) is designed 
to take care of the following case: A establishes a trust and gives the 
trustee discretion to pay out the income to his son S or to accumulate 
it. A reserves the power to withdraw $5,000 of corpus each year. 
The ordinary income of the trust exceeds $5,000. <A will be treated 
as the owner of $5,000 of ordinary income, whether the income is 
paid to S or not and whether A makes a withdrawal or not. If 
subsection (c) is not added, A may be deemed taxable under section 
676 only on that portion of the ordinary income attributable to 
$5,000 of corpus. 

The proposed addition to section 677 of subsection (c) should apply 
to existing trusts, as well as to future trusts, for taxable years ending 
after its enactment. 


{SEC. 678, PERSON OTHER THAN GRANTOR TREATED AS SUBSTANTIAL OWNER.] 
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ineome is se applied: Im eases where the amounts se applied er distributed are 


Toe olin kek of econ Gaon Tene 


COMMENT 
Section 678 


A new section designated section 664 has been inserted to deal with 
the situations formerly dealt with under section 678. See the com- 
ment under the new section 664, 


Subpart F—Miscellaneous 


SEC. 681. LIMITATION ON CHARITABLE DEDUCTION 


(a) TrapEe or Business INcomse.—In computing the deduction allowable to 
a trust under section 651 or 661 for amounts paid, credited or required to be distributed 
to a charitable beneficiary, no amount otherwise allowable under seetion 642 fe} to 
f& trust; Re amount otherwise allowable under section 642 {e} as a deduction shall 
be allowed as a deduction with respect to income of the taxable year which is 
allocable to its unrelated business income for such year. For purposes of the 
preceding sentence, the term “unrelated business income” means an amount equal 
to the amount which, if such trust were exempt from tax under section 501 (a) 
by reason of section 501 (c) (3), would be computed as its unrelated business 
taxable income under section 512 (relating to income derived from certain business 
activities and from certain leases). 

(b) OpzrRatTiIons or Trusts.— 

(1) LIMITATION ON CHARITABLE, ETC., DEDUCTION.—The amount otherwise 
allowable under section 642 fe} 651 or 661 as a deduction for amounts paid, 
credited or required to be distributed to charitable beneficiaries shall not 
exceed 20 percent of the taxable income of the trust ( artthetie ee 

fit of seetion 642 (e} but with the benefit ef or 30 percent én the case of a 
beneficiary described in section 170 (b) (1) (A)) if the trust has engaged in a 
prohibited transaction, as defined in paragraph 

(2) Proxrerrep TRANSACTIONS. —For purposes of this subsection, the term 
“prohibited transaction” means any transaction after July 1, 1950, in which 
any trust while holding income or corpus which has been permanently set 
aside or is to be used exclusively for charitable or other purposes described in 
section 642 te} 170 (c) (1) (B)— 

No change in balance of subsection (2). 

(3) TAXABLE YEARS AFFECTED.—The amount otherwise allowable under 
seetion 642 {e} as a deduction for amounts paid, credited or required to be 
distributed to charitable beneficiaries shall be limited as provided in paragraph 
(1) only for taxable years after the taxable years during which the trust is 
notified by the Secretary that it has engaged in such transaction, unless such 
trust entered into such prohibited transaction with the purpose of diverting 
such corpus or income from the purposes described in section 642 {e} 170 (c) 
(1) (B) and such transaction involved a substantial part of such corpus or 
income. 

(4) FuTURE CHARITABLE, ETC., DEDUCTIONS OF TRUSTS DENIED DEDUCTION 
UNDER PARAGRAPH (3).—If the deduction of any trust wader seetien 642 (e} 
for amounts paid, credited or required to be distributed to charitable beneficiaries 
has been limited as provided in this subsection, such trust, with respect te 
any taxable year following the taxable year in which notice is received of 
limitation of deduction wader seetion 642 te} for amounts paid, credited or 
required to be distributed to charitable beneficiaries, may, under regulations 
prescribed by the Secretary or his delegate, file claim for the allowance of the 
unlimited deduction #ader seetion 642 fe} for amounts paid, credited or 
required to be distributed to charitable beneficiaries, and if the Secretary, pur- 
suant to such regulations, is satisfied that such trust will not knowingly ‘again 
engage in a prohibited transaction, the limitation provided in paragraph (1) 
_ -e apply with respect to taxable years after the year in which such 
claim is filed. 
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(5) DIsALLOWANCE OF CERTAIN CHARITABLE, ETC., DEDUCTIONS.—No gift 
or bequest for religious, charitable, scientific, literary, or educational purposes 
(including the encouragement of art and the prevention of cruelty to children 
or animals), otherwise allowable as a deduction under section 170, 545 (b) (2), 
642 {e} 651, 661, 2055, 2106 (a) (2), or 2522, shall be allowed as a deduction if 
made in trust and, in the taxable year of the trust in which the gift or bequest 
is made, the deduction allowed the trust seetion 642 te} for amounts paid, 
credited or required to be distributed to charitable beneficiaries is limited by 
paragraph (1). With respect to any taxable year of a trust in which such 
deduction has been so limited by reason of entering into a prohibited trans- 
action with the purpose of diverting such corpus or income from the purposes 
described in section 642 ¢e} 170 (c) (1) (B), and such transaction involved a 
substantial part of such income or corpus, and which taxable year is the same, 
or before the, taxable year of the trust in which such prohibited transaction 
occurred, such deduction shall be disallowed the donor only if such donor or 
(if such donor as an individual) any member of his family (as defined in sec- 
tion 267 (c) (4)) was a party to such prohibited transaction. 

(6) Derinttion.—For purposes of this subsection, the term “gift or 
bequest” means any gift, contribution, bequest, devise, or legacy, or any 
transfer without adequate consideration. 

(c) ACCUMULATED INCOME.—If the amounts permanently set aside, or to be 
used exclusively for the charitable and other purposes described in section 642 {e} 
170 (c) (1) (B) during the taxable year or any prior taxable year and not actually 
paid out by the end of the taxable year— 

(1) are unreasonable in amount or duration in order to carry out such 
purposes of the trust; 

(2) are used to a substantial degree for purposes other than those prescribed 
in section 642 fe} 170 (c) (1) (B); or 

(3) are invested in such a manner as to jeopardize the interests of the reli- 
gious, charitable, scientific, etc., beneficiaries, 

the amount otherwise allowable under section 642 £e} 651 or 661 asa deduction for 
amounts paid, credited or required to be distributed to charitable beneficiaries shall be 
limited to the amount actually paid out during the taxable year and shall not 
exceed 20 percent of the taxable income of the trust (or 30 percent in the case of a 
beneficiary described in eeraputed witheut the benefit ef seetion 642 te} but with 
the benefit ef section 170 (b) (1) (A)). Paragraph (1) shall not apply to income 
attributable to property of a decedent dying before January 1, 1951, which is 
transferred under his will to a trust created by such will. In the case of a trust 
created by the will of a decedent dying on or after January 1, 1951, if income is 
required to be accumulated pursuant to the mandatory terms of the will creating 
the trust, paragraph (1) shall apply only to income accumulated during a taxable 
year of the trust beginning more than 21 years after the date of death of the last 
life in being designated in the trust instrument. 


(d) Cross REFERENCE.— 


(For disallowance of certain charitable, etc., deductions otherwise allowable for distribution to 
certain charitable, etc., beneficiaries, see section 503 (c).J 


COMMENT 


With one exception the proposed amendments to section 681 are 
conforming amendments to implement the proposed change in the 
treatment of charitable contributions by estates and trusts (see com- 
ment under section 642 (c)). The exception concerns an error in 
present section 681 (b), which is repeated in section 681 (c). It is the 
purpose of those sections to limit, under certain circumstances, a 
trust’s deduction for charitable contributions to 20 percent of the 
trust’s taxable income, or 30 percent if the beneficiary is a church, an 
educational organization or a hospital. However, the statute says 
that the deductions shall not exceed 20 percent of the taxable income of 
the trust, computed with the benefit of section 170 (b) (1) (A), which 
allows the extra 10 percent deduction for the specified class of charities. 
The literal effect of the statute is therefore to reduce the deduction by 
the extra 10 percent rather than to increase it, since it is the deduction, 
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rather than the net income to which the percentage is applied, that 
should have the benefit of section 170 (b) (1) (A). While the regula- 
tions under this section reach the correct result, it is recommended 
that the statute be clarified and the proposed amendment contains 
language for the purpose. 


The proposed amendments of section 681 should apply to existing 


trusts, as well as to future trusts, for taxable years ending after their 
enactment. 


SEC. 682. INCOME OF AN ESTATE OR TRUST IN CASE OF DIVORCE, ETC. 
(a) INcLUSION IN Gross INCOME OF WirEe.—No change, 
(b) Wire ConsIDERED Aa BENEFICIARY.—NoO change. 
(c) Cross Rerprence.—No change. 


SEC. 683. APPLICABILITY OF PROVISIONS. 


Notse.— When it is determined on what date the proposed amendments will be 
effective some addition to section 683 will have to be worked out to take care of 
the amendments. 


PART II—INCOME IN RESPECT OF DECEDENTS 


SEC. 691. RECIPIENTS OF INCOME IN RESPECT OFZDECEDENTS. 

(a) INcLusION IN Gross INcome.—No change. 

(b) ALLowaANcE oF DeEpucTIoNs AND CreEpit.—No change. 

(ce) Depuction ror Estate Taxes.—No change. 

(d) Amounts RecEtvep By Survivine ANNUITANT UNDER JOINT AND SURVIVOR 
ANNuitTy Contract.—No change. 

(e) Cross REFERENcE.—NoO change. 


SEC. 692. INCOME TAXES ON [OF] MEMBERS OF ARMED FORCES ON DEATH. 
No change. 


Portions of the Code Other Than Subchapter J 


PROPOSED AMENDMENTS 


1. Section 170 (e) (1) is hereby amended by adding at the end thereof the follow- 
ing: “Section 643 (d), 651 (a) and Section 661 (a)”’. 

2. Section 503 (e) is hereby amended by deleting therefrom “642 (c)” and 
substituting therefor ‘‘651 (a), 661 (a)”’. 

3. Section 542 (a) (2) is hereby amended by substituting “section 170 (c) (1) 
(B)” for “section 642 (c)’’. 

4. Section 1202 is hereby amended by substituting “‘is treated as included in 
amounts paid, credited or required to be distributed to the beneficiaries (including 
charitable beneficiaries)”’ for “includible * * * assets’’. 

5. Section 6034 (a) is hereby amended to read as follows (delete matter struck 
through; add new matter in italics): 

(a) GENERAL Ruite.—Every trust claiming a ehariteble; ete-; deduction under 
section 642 {e} 651 or 661 for distribution to charitable beneficiaries, as defined in 
section 643 (d) for the taxable year shall furnish such information with respect to 
such taxable year as the Secretary or his delegate may by forms or regulations 
prescribe, setting forth— 

(1) the amount of the eharitable; ete-; such deduction taken under seetion 
642 {e} within such year (showing separately the amount of such deduction 
which was paid out and the amount which was permanently set aside for 
charitable ete-; purpeses beneficiaries during such year), 

(2) the amount paid out within such year which represents amounts for 
which ehariteable; ete-; such deductions have been taken in prior years, 

(3) the amount for which ehariteable; ete; such deductions have been 
taken in prior years but which has not been paid out at the beginning of 
such year, 

(4) the amount paid out of principal in the current and prior years fer 
to charitable; ete- purpeses; beneficiaries, 

(5) the total income of the trust within such year and the expenses 
attributable thereto, and 

(6) a balance sheet showing the assets, liabilities, and net worth of the 
trust as of the beginning of such year. 
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COMMENT 


The amendments to sections 170 (e) (1), 503 (e), 542 (a) (2), 1202, 
6034 (a) proposed above are conforming amendments to implement 
the proposed change in the treatment of charitable contributions by 


trusts and estates. (See comment under proposed amendment to 
sec. 642 (c).) 





STATEMENT BY KENNETH W. BERGEN 


I believe in general that the proposed amendments set forth in this 
report are an improvement over existing law. I, therefore, concur 
with the recommendations of my colleagues that they be enacted 
into law subject to the thoughts expressed by me below. 

It would appear to me that the proposed amendments relating to 
the tier system and the taxation of distributions by estates could be 


improved. Each of these areas is discussed in general terms sepa- 
rately below. 


Tier system (secs. 661 and 662) 


In place of the 4-tier system recommended in this report I would 
have a single-tier system for trust distributions. Then the distrib- 
utable net income of a trust would be taxed to each beneficiary in the 
proportion that the amount received by him bore to the total amounts 
received by all beneficiaries. In this respect, distributions by trusts 
would be taxed in a manner similar to that of distributions by cor- 
porations. 

To illustrate: If a trust with distributable net income of $10,000 
and no accumulated income were to distribute $10,000 to A and 
$10,000 to B, A and B would each be taxed on $5,000 regardless of the 
source of distribution. This would result in greater simplification of 
the statute and of the fiduciary income tax return than the proposed 
4-tier system. True, corpus distributions would be taxed in part 
as income but I believe this is a sacrifice which should be made for the 
sake of simplicity. 

The single-tier system would also result in greater equity amon 
beneficiaries in cases where corpus deductions of a trust exceede 
gross income taxable to the beneficiary. Under the four-tier system 
such excess deductions are given to beneficiaries other than those in 
the first tier. For example, suppose a trust provides that one-half 
of the income is to be distributed to A currently and the other half is 
to be distributed to B or withheld from him in the discretion of the 
trustee. The trust has current probate income of $10,000 and corpus 
deductions of $1,000 leaving $9,000 of distributable net income. The 
trustee distributes $5,000 to A and $5,000 to B. Under the 4-tier 
system A would be taxed on $5,000 and B on $4,000. Under the 
single-tier system A would be taxed on $4,500 and B on $4,500. 

I recognize that many may regard the single-tier system as too 
drastic because trust beneficiaries entitled to corpus only would in 
many instances be taxed on a proportionate part of the distributable 
net income. Therefore, as a second alternative to the 4-tier system, 
I suggest a 2-tier system with the second tier including those distri- 
butions which under the governing instrument or local law can be 
made only out of corpus. The t tier would include all other 
distributions. All charitable distributions might be put in the second 
tier to prevent tax avoidance. Since trusts providing for corpus dis- 
tributions only to a particular beneficiary are rare we would, for 
practical purposes, have a single-tier system with the resulting 
simplification. , 

5 
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If neither the single-tier system nor the 2-tier system suggested 
above is adopted, I suggest as a third alternative to the 4-tier system, 
namely, that the first and second tiers of the proposed 4-tier system be 
combined. It is difficult for me to understand why a beneficiary to 
whom income is required to be distributed should be treated differently 
taxwise from a beneficiary who receives income in the discretion of the 
trustee. The fact that a discretionary beneficiary is not assured of 
an annual income is not a relevant reason for placing him at a tax 
advantage over an income beneficiary who is so assured. It would 
be just as logical to argue that the beneficiary who is entitled to an 
annual income should be preferred over the discretionary beneficiary 
because the creator of the trust treated him in a preferred manner. 
Since there appears to be no valid reason why both types of benefici- 
aries should not be treated alike from an income tax point of view, 
both should be included in the first tier. 


Distributions by estates (sec. 663) 


The great majority of decedents’ estates in the process of admin- 
istration are small estates with a relatively small amount of income. 
They are frequently administered by persons who are unfamiliar with 
the tax laws. It is particularly important, therefore, that there be a 
simplified statute affecting the income taxation of distributions by 
estates even though some inequity might result from the simplification. 
I, therefore, suggest that an estate of a deceased person be taxed in the 
same manner as an individual during the aie. of administration of 
the estate. The executor or administrator of the estate would then 
file a simple income tax return since distributions would not be 
deductible. The executor or administrator would then not have to be 
concerned with the question whether distributions were deductible 
or whether they were taxable to the distributees. All distributions 
by the estate would then be tax free to the recipients because all the 
income would have been taxed to the estate. 

This proposal would subject the beneficiaries of many large estates 
to a tax disadvantage because the estate in many cases would be 
subjected to higher income-tax rates than would be the beneficiaries 
of the estate. However, as indicated above, the advantage of sim- 
plicity seems to me to outweigh this disadvantage. 


COMMENT BY LAURENS WILLIAMS 


WASHINGTON, D. C., November 12, 1957. 

I concur that the proposal to tax estates in the same manner as 
individuals are taxed would be a substantial improvement in our 
taxing system. However, I think it important to state that any 
inference that the advisory group has considered the proposal, or 
that the group has reached any conclusions regarding it, is entirely 
unwarranted. The group’s current report is confined to recommenda- 
tions within the existing structure and framework of the current 
statute. The proposal to tax estates like individuals involves a major 
change in the taxing pattern, hence is beyond the scope of the advisory 
group’s work to date. The proposal is on the agenda for consideration 
by the advisory group at a later date. 





STATEMENT BY GEORGE CRAVEN IN REGARD TO PRO- 
POSED TREATMENT OF CHARITABLE DISTRIBUTIONS 


I disagree with the part of this report which deals with the proposed 
treatment of income of an estate or trust which is paid to or perma- 
nently set aside for charitable organizations. 

We are not concerned with whether Congress will wish to continue 
the unlimited deduction for charitable distributions which has been 
in force since the Revenue Act of 1924 but should assume that the 
deduction will be continued. We are concerned only with the proper 
method of treating that deduction for income tax purposes. 

The present section 643 (c) allows as a deduction in computing 
taxable income amounts of gross income without limitation which are 
paid to or permanently set aside for charitable organizations. The 
proposed amendment would change that rule by treating a charitable 
organization as a beneficiary of distributable net income. I agree 
that such change should result in simplification of the law. How- 
ever, if the charitable organizations are treated as beneficiaries, it is 
my view that they should be treated in exactly the same way as 
individual beneficiaries and that if there are charitable beneficiaries 
and individual beneficiaries of the same trust, the individual bene- 
ficiaries should not be required to pay a greater tax on distributions 
than they would pay if the other beneficiaries were individuals. 

Examples are given in the report of supposed tax avoidance which 
would be possible under the proposed amendment if a charity were 
treated in the same way as an individual. Example 1 is a case where 
the trust instrument requires the trustee to pay all the income to a 
charity and to pay to the grantor’s wife each year an amount equal to 
that year’s income. I fail to see that this provision presents any 
means of tax avoidance or why the wife should be taxed on an amount 
of principal if all the income is paid to someone else, whether an 
individual or a charity. If income is accumulated for a charity or 
another individual, there may be justification for treating as a distribu- 
tion of income a distribution of principal to an individual. However, 
if all the income is paid out currently to an individual or a charity, 
there is no justification for taxing as a distribution of income a dis- 
tribution of principal to an individual. The principal of the trust 
would be reduced each year by the amount of the distribution from 

rincipal and the principal distributions plainly would be gifts. 
Noreover, I doubt that the 16th amendment would justify taxing 
an individual on such distributions of principal, and I think the 
statute would be unconstitutional if it attempted to tax such dis- 
tributions of principal to the individual. 

Similarly, if the trustee is given discretion to make distributions to a 
charity from income and distributions to an individual from income 
and principal and distributions of income are made to a charity and 
distributions of income or principal or both are made to the individ- 
ual, the individual should be taxed on only the amount of distribut- 
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able net income remaining after reducing such income by the amount 
of income paid to the charity. 

It is probable that few cases would arise where income is paid to a 
charity and principal is paid from the same trust to an individual. 
However, the fact that such cases seldom would arise is no justifica- 
tion for distorting the tax law in this fashion. On the other hand, the 
very fact that few such cases would arise is a strong argument against 
a statute which would produce such results. 

One result of treating charitable beneficiaries differently from in- 
dividual beneficiaries is that where deductible items are paid from 
corpus, the individual may be deprived of all or part of the benefit of 
deductions for items paid from corpus. For example, suppose that a 
trust instrument provides that one-half of the net income shall be paid 
to X charity and the other half to Y, an individual. Suppose that in 
the taxable year the trust has ordinary taxable income of $10,000, of 
which $5,000 is paid to X and $5,000 to Y, and that the trustee pays 
$2,000 of commissions from principal, resulting in distributable net 
income of $8,000. If both beneficiaries were individuals, each would 
be taxed on one-half of the distributable net income, or $4,000. How- 
ever, under the proposed statute, because the other beneficiary is a 
charity, the individual would receive no benefit from the $2,000 de- 
duction, but would be taxed on $5,000. 

It is my view that the results produced by the proposed statute 
would be inequitable and that a charitable organization should be 
treated in all respects the same as an individual beneficiary. If it is 
thought that the only alternative to the statute now in force is a 
statute which would produce the results produced by the proposed 


statute, it is my view that the present statute should not be changed. 


O 





